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December 17, 1996

Accompanying this letter is an exposure draft of a proposed Statement of Position (SOP),
Accounting for the Costs of Computer Software Developed or Obtained for Internal Use. A
summary of the proposed SOP is included in the forepart of that document.

The purpose of this exposure draft is to solicit comments from preparers, auditors, and users of
financial statements and other interested parties. '

The proposed SOP would apply to all entities that prepare financial statements in conformity
with generally accepted accounting principles applicable to nongovernmental entities.

Areas Requiring Particular Attention by Respondents
Comments are specifically requested on the foilowing issues addressed by this exposure drafi:

(1) Should the costs of cyp&er software developed or obtained for internal use be
recognized as assets2” Should entities have the option to capitalize or expense such
— costs?¥ Do the benefits of reporting those costs as assets exceed the costs of such

reportin What are the costs of reporting? Paragraphs 50-67 provide the basis for
EC’s conclusions.

(2) This proposed SOP does not specify a maximum period for amortization or methods of Lo

amortization. Should the SOP specify that amortization should noW ‘

/period-} If so, why, and what maximum period should be specified- ould the SOP F. /,7._
(}(4 ~Tequire certain methods of amortization? \{(so, why, and what methods should be

required? Paragraph 75 provides the basis %ACSEC'S conclusions.
°

(3) Should impairment of internal-use computer software assets be recognized and (6'5"

measured in accordance with FASB Statement No. 121, Accountiant
of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of2Af so, does this
proposed SOP provide sufficient guidance for entities to recognize and measure
impairment?s If not, how should entities recognize and measure the impairment of

Uku /imem‘t;bcomputer software assets? Paragraphs 72-74 provide the basis for
ACSEC’s conclusions.

(4) This proposed SOP requires capitalization of certain costs of computer software
developed or obtained for internal use, provided that those costs are not research and
development. However, this proposed SOP does not require that an entity meet
technological feasibility criteria (similar to that established in FASB Statement No. 86,
Accounting for the Costs of Computer Software to Be Sold, Leased, or Otherwise
Marketed) before it begins capitalizing qualifying costs. Should an entity be required to
meet technological feasibility criteria before it may begin ca/;l)ﬁa{liziﬁw_s_o_f____[a%
computer software developed or obtained for internal use?. 0, what are those
criteria? Paragraphs 44-49 provide the basis for AcSEC’s conclusions.

(5) Is the proposed SOP too broad or too narrow in the kinds of costs that should be
capitalized in the measurement of internal-use computer software assets? , Why? What

Ne,
American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, NY 10036-8775 (212) 596-6200 e fax (212) 5966213
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costs should be included or excluded? Paragraph 68 provides thé basis for AcSEC’s

conclusions.
(6) Does the SOP provide sufficient guidance to help entities determine whether computer
software is for inter =>|s this guidance appropriate? Why? Paragraphs 38-43
%" z € basis for AcSEC’s conclusions.
(7) Software is sometimes developed or obtained for both internal use and external

marketing. This proposed SOP requires that if all characteristics for determining
whether computer software is for internal use are not met, the entity must account for
the software in accordance with the guidance in FASB Statement No. 86. However,
some believe that an entity should follow both the guidance in this proposed SOP and
FASB Statement No. 86 when costs of computer software relate to software that will
be both used internally and marketed to others. They believe those costs should be

allocated between internal-use software and software to be marketed. Do you a

with the approach in this proposed SOP that requires an entity to fM:(a/in
either this proposed SOP or FASB Statement No. 86, but not both2-1f not, how shouid

those costs be allocated? Paragraphs 38-43 provide the basis for AcSEC’s conclusions.

(8) The proposed SOP provides guidance that distinguishes between computer software
activities that are upgrades or enhancements and activities that are maintenance. Is
that guidance operational?, Paragraphs 63-64 provide the basis for AcSEC’s
conclusions. %2’

AcSEC welcomes comments or suggestions on any aspect of the exposure draft. When
making comments, please include references to specific paragraph numbers, include reasons
for any suggestions or comments, and provide aiternative wording where appropriate.

Comments on the exposure draft should be sent to Daniel Noll, Technical Manager, Accounting
Standards, File 4262, American Institute of Certified Public Accountants, 1211 Avenue of the
Americas, New York, NY 10036-8775, in time to be received by April 17, 1997. Responses
may also be sent by electronic mail over the Internet to DNOLL@AICPA.ORG.

Written comments on this exposure draft will become part of the public record of the AICPA

and will be available for public inspection at the AICPA’s offices for one year after April 17,
1997.

Sincerely, } :

G. Michael Crooch, CPA Philip D. Ameen, CPA

Chair Chair ‘

Accounting Standards Internal-Use Computer
Executive Committee Software Task Force

Jane B. Adams, CPA

Director
Accounting Standards


mailto:DNOLL@AICPA.ORG

GEORGE B. FINEBERG,MBA,CPA

Telephone (301)268-8574

Fax (301)293-8574 (By Appomntment)
8178 invemess Ridges Road
Potomac, MD 20854.4013

January 10, 1997

Daniei Noli, Technical Manager

Accounting Standards, File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Daniel Noili,

1 offer the following comment on the December 17, 1996 Exposure Draft of the Proposed
Statement of Position concerning “Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use.”

1 believe that the initial costs of training incurred during the implementation stage to
prepare existing staff for the use of the new software shouid be capitalized and amortized
over the expected useful iife of the software. The outcome of such training is often to
identify flaws in the software that must be corrected prior to fuli, normal operation. This
would probably be true aiso for major modifications or additions to existing software.
Subsequent recurrent proficiency training or training of new empioys would, I believe be
more properly treated as operating expenses as incurred.

Thank you for the opportunity to comment on this exposure draft.

Sincerely,

o,
GEORGE B. FINEBERG
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Mellon Bank Corporation One Mellon Bank Center

Pittsburgh, PA 15258-0001
(412) 2344611

Steven G. Elliott
Vice Chairman and
Chief Financial Officer

January 9, 1997

Mr. Daniel Knoll, Technical Manager
Accounting Standards, File 4262
AICPA, 1211 Avenue of the Americas
New York, NY 10036-8775

Re: Proposed SOP: Accounting for the Costs of Computer Software Developed or

Obtained for Internal Use

Dear Mr. Knoll:

Mellon Bank Corporation (Mellon) is a $43 billion asset bank holding company with headquarters in
Pittsburgh, Pennsylvania. Mellon also owns The Dreyfus Corporation. Mellon enthusiastically supports the
proposed Statement of Position “Accounting for the Costs of Computer Software Developed or Obtained for
Internal Use.” With regard to the specific issues you raised for comment, we submit the following:

The development of computer software is an extensive process in the banking and mutual fund industries.
Mellon believes that most computer software applications for internal use meet the definition of an asset
because : a) software applications involve a capacity to contribute directly or indirectly to future net
cash inflows; b) an entity can obtain the benefit and control others’ access to it; and c) the transactions
giving an entity the right to control the benefit have already occurred.

Capitalized software meets the definition of a financial statement element that is measurable with
sufficient reliability, and is clearly relevant in making business decisions, and the capitalized amount is
representationally faithful and verifiable. Mellon believes that state-of-the-art software applications
provide a competitive advantage in the delivery of banking, trust or mutual funds products and the
software is often a more valuable asset than fixed assets recognized under GAAP.

We agree that the proposed SOP should not specify a maximum amortization period because of the large
diversity of computer software applications that exist. We think that each company can best determine
the life of individual software applications in conjunction with their certified public accountants.

We recommend that computer software be subject to the impairment rules of FAS 121. We acknowledge
that fair value may be difficult to obtain or may be not applicable; it also may be difficult to estimate cash
flows from a particular software application. However, we think that the events specified in FAS 121,
paragraph 5, provide the recognition events for recording an impairment. Perhaps the most important



January 9, 1997
Mr. Daniel Knoll
Page Two

event in the assessment of computer software is whether the software is still enabling the company to
deliver top-quality, competitive services to its customers or to provide the financial or administrative
information needed to process daily transactions or to prepare financial statements for shareholders and
regulators. Since fair values and cash flows may be difficult to assess, it may be advisable for the SOP
to provide that any software no longer meeting preferred customer service requirements or administrative
requirements should be totally written off whether or not the software is removed from use.

e Mellon agrees with expensing software development costs for research and development. However, for
other software used for customer service and financial and administrative purposes, technical feasibility is
not applicable. For customer service and administrative applications, technical feasibility is generally not
a relevant test because individual companies can control the software development to meet their particular
customer service or administrative needs. Mellon believes that internal software development should
proceed under the capitalization principles of other long-lived assets such as buildings or equipment,
except for limitations on capitalizable costs as discussed below.

e We agree with the proposed SOP’s approach to capitalizable costs. External direct costs of materials and
services have control by competition in keeping costs reasonable. It is also reasonable to limit internal
costs to salaries and benefits for employees who develop the software and not to include other overhead
costs. Under the guidance of FAS 34, it is appropriate to recognize interest costs during the development
period.

e Mellon believes that for most companies it will be quite easy to distinguish software development for
internal use from software development to be sold or leased and thereby subject to FAS 86. We agree
that for mixed use property that it is impractical and difficult to allocate costs between internal-use
software and software to be marketed and we therefore agree that development of software to be sold
should come under the guidance of FAS 86.

In summary, Mellon endorses the proposed SOP and believes that the importance of software as a business
asset certainly makes this a timely document. Should you wish to discuss any of our views, you may call
Mr. Michael K. Hughey at (412) 234-5666 or Mr. Howard S. Fahnestock at (412) 234-5281.

Sincerely,
~

Steven G. Elliott
Vice Chairman and
Chief Financial Officer
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January 16, 1997

Daniel J. Noll, Technical Manager

Accounting Standards, File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

RE: Exposure Draft - Proposed Statement of Position
“Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use”

Dear Daniel:

The following are our responses to the above Exposure Draft. Each response number
corresponds to the specific “Areas Requiring Particular Attention by Respondents” on the
opening pages of the Exposure Draft.

1. Costs of computer software developed or obtained for internal use should be
capitalized. Entitiés should not have the option of expensing such costs. The benefits of
improving the quality of reported earnings (e.g. matching concept) outweigh the costs,
which are believed to be minor. Identifying and valuing payroll costs will be the most
difficult element to quantify, but even in the smallest client, the benefits will still
outweigh the costs.

2. The concept of capitalization is rational because these costs are long lived assets
that benefit many future periods. GAAP does not specify lives for other similar assets
and, therefore, there is no reason to be specific in mandating the amortization period or
method in the case of this type of cost.

3. Yes. Also, the proposed SOP does provide sufficient guidance.

4. Generally, entities recognize, in the conceptual stage of development, the purpose
for or use of the software. It would be only in a very few cases where the issue of R & D
comes into play. Accordingly, we do not think that an entity should be required to meet
the technology feasibility criteria. _

Our mission is to understand clients’ needs, and provide them the highest quality professional services
through specialization, teamwork, and a commitment to excellence.



Daniel J. Noll, Technical Manager
January 15, 1997

Page 2
5. No
6. Yes

7. If the entity intends to develop or obtain software for both internal use and
external marketing, the guidance of FASB Statement 86 should be followed. As a general
rule in this type of situation, the underlying intent is to develop a product for resale and
not strictly for internal use. Far too much time, effort and confusion may arise if some
arbitrary allocation method is used.

8. Yes
We hope our response helps you finalize this pronouncement and gives you feedback
that represents small, closely-held entities, including nongovernmental not-for-profit

entities. If you have any questions, please feel free to contact the undersigned.

Very truly yours,
A3

Michael P. Alerdi
Director

MPA:djg



January 21, 1997

Sunkist Growers

. . Post Office Box 7888
Mr. Daniel I.*Ioll, Technical Manager, : Van Nuys, CA 91400-7888
Accounting Standards, File 4262 Tel: (818) 986-4800
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775
Dear Sir:

I am the CFO of Sunkist Growers, a California based marketing cooperative with annual revenues in
excess of $1 billion. I have the responsibility for, among other things, managing the accounting function at
Sunkist, including financial reporting. I have held a California CPA license since about 1963 and have been a
member of the AICPA all of that time as well.

I am really bothered by the direction AcSEC is going in the proposed SOP dealing with Accounting For
The Costs of Computer Software Developed or Obtained for Internal Use. My objections are both philosophical
and practical.

Whatever happened to the basic concept of conservatism in the development of accounting theory? The
conclusions of the proposed SOP are what I’d expect to see in a tax proposal submitted to Congress, but not in
an accounting pronouncement. The idea of capitalizing costs of such a nebulous nature on the balance sheet,
instead of writing them off as incurred, strikes me as being contrary to the principles of accounting as I’ve
always understood them. I understand the principle of matching costs and expenses in the same accounting
period as the “resulting” revenues or benefits are realized, but I fail to see where these new rules would improve
matters any.

I can only draw upon my own experiences at Sunkist to make my case. Over the years we’ve had
numerous occasions where we’ve needed to replace old software applications with new ones or have needed to
develop applications where none had existed before. Our policy has always been to look for an existing
“package” first, because our rule of thumb is that it will cost us ten times as much to “reinvent the wheel” than to
" adapt to an existing purchased software application. The reasons for that are rather obvious, and I believe most
people will agree that the cost relationships between internally developed and purchased are a high ratio.
Whether it’s ten or five or fifteen, the point’s the same.

. For many years now the Internal Revenue Code has required the capitalization of purchased software,
and accounting theory has followed, quite properly I feel. Such purchases represent the acquisition of a capital
asset expected to be used over a period of time and capitalizing and amortizing accomplishes a matching of costs
over the period of use or benefit.

In a perfect world a similar approach might make sense for internally developed software. But the real
world is far from perfect. Virtually any software application involves at least two people, the “user” and the
programmer-analyst. Usually there are multiple users, a team of analysts and programmers, and layers of
management and supervision above that. It’s a rare situation indeed where a user is able to so clearly define his
system requirements that the programmer-analyst can be given them and go off and efficiently directly create the



end-use software. The norm is that users change their minds and otherwise evolve their requirements during the
course of the project and the programmer-analyst often has to discard parts of his creation and start over to deal
with such evolving changes. Without the discipline of a purchased software application, these things happen
frequently.

Now, to the practicalities. Do we capitalize the false starts and the inefficiencies brought about by “as
we go” changes? Do we capitalize part of the costs of the programmer-analyst’s manager and supervisor who,
in a “shirt sleeve environment”, may end up spending time helping out with solutions to different design
problems? How about the hours they all spend on Monday momings discussing the weekend’s football games?
I think we’re opening up Pandora’s box if we’re creating an opportunity to have what I’ve described as
“mefficiency costs™ capitalized and amortized over future years’ budgets. That’s not accounting conservatism
and it will lead to the creation of some really doubtful assets on the balance sheet.

In my mind the facts and circumstances justify treating purchased software and internally developed
software differently. I’m not swayed by the “matching” argument. If we’re to rationalize capitalizing the cost of
a programmer-analyst because he’s working on a system that will be used in future years, then why not
capitalize the time of a management team who put together a long-term plan for the organization? Presumably
the benefits of the plan will be realized in future years , so why not capitalize the cost of developing the plan?
How about advertising costs which presumably will translate into increased sales revenues over future
accounting periods? Capitalize them? How about market development costs? We spend a lot of money every
year doing those things that we hope will lead to opportunities to do business in places like Korea and China in
years to come. Do we capitalize those costs?

Obviously the point I'm trying to make is that capitalizing developed software costs is a violation of the
principle of conservative accounting, and I don’t think it does much to further the application of the “matching”
principle either. I also see a great many practical problems of measurement and valuation of cost considered for
capitalization. I see the logic of the proposal leading to some very ridiculous next steps, as witnessed by my
questions relating to advertising, market development, and many other costs incurred “today” with a hope of a
benefit being returned “tomorrow”. And finally, if this proposal is adopted, I’m sure the Congressional eyes
watching us are going to adopt the same change for tax purposes, and we’ve walked head-long into another “de-
facto” tax increase. Let’s don’t give the government any more bad ideas. They seem capable of coming up with
enough on their own.

To conclude, this is one of those instances where the best action to take is no action at all. The proposed
cure would be far worse than any perceived problem which may exist today.

I do appreciate this opportunity to vent myself and I do hope that cooler heads prevail. Thank you for
hearing me out. .

Sincerely,

H. B. Flach
Vice President, Finance & Administration
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February 5, 1997

Mr. Daniel Noll, Technical Manager
Accounting Standards, File 4262
AICPA

1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Noll:

The costs associated with computer software developed or
obtained for internal use are ongoing business expenses,
just like any other systems or procedures expenditure,
and should be expensed as incurred.

With today's rapidly changing technology and business
environment, there is no assurance that the computer software
aquired now will have a long-lived useful life in an uncertain
future. Therefore, capitalization of such costs would create
a fictitious asset with an unrealistic period of future
amortization.

Yours truly,

é:n./ﬁan;,—'

Earl Rodney, CPA, MSM
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TO: Daniel J. Noll at AICPA3

Subject: Software ED
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I have studied the Exposure Draft of the Proposed Statement of Position
"Accounting for the Costs of Computer Software Developed or Obtained for
Internal Use." I also attended a conference in New York, New York, on
September 30, 1996, in which Michael Crooch of AcSEC presented this
issue and AcSEC's views.

I endorse this proposed SOP and recommend its approval.

David A. Eelman, CPA

Member-AICPA

Director, Consolidations and Reporting

Harman International Industries, Inc. (HAR-NYSE)
1101 Pennsylvania Ave., NW

Washington, DC 20004
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February 17, 1997

Mr. Daniel Noll, Technical Manager
Accounting Standards, File 4262
American Institute of CPA’s

1211 Avenue of the Americas

New York, NY 10036-8775

Re: Accounting for the Costs of Computer Software Developed
or Obtained for Internal Use

Dear Mr. Noll:

As a purely practical matter, | believe the AICPA Accounting Standards
Executive Committee is making a most egregious mistake in the Software SOP.

Internally developed software comes in an extensive number of forms from large
complex projects to small and simple projects. Often smaller and/or closely held
businesses have no acceptable cost accumulation system for such matters.
Thus, the data available for financial statements under a mandatory
capitalization policy is likely to be highly estimated for such enterprises at best.
While the amounts are often material to net income, the effort necessary for
data accumulation (if you capitalize) will be throwing money in the street for
small business. '

Moreover, present Internal Revenue Service rules in Revenue Procedure 69-21,
1969-2 CB 303, permit a consistent policy of expensing such costs. The lesson
of FASB 34 on capitalization of interest has apparently not been learned. FASB
34 tipped off the IRS to a great idea...why not capitalize interest for tax
purposes? The result was Internal Revenue code Section 189 causing billions of
dollars of tax deductions to be deferred. Now the AICPA would take away a
perfectly good tax deduction and probably get the pernicious doctrine of interest
capitalization extended to another area (if the IRS acts as you know they will).

I know that expected tax effects cannot control GAAP, but this would be a
sensible area to keep the present alternatives.



Mr. Daniel Noll -2- February 17, 1997

| would permit alternative measurement in this area particularly for
smaller/closely held businesses. Capitalization should be optional, not
mandatory, GAAP.

Incidentally, capitalization of the cost of purchased software matches current IRS
policy with a three-year amortization period under Code Section 167 (f).

Cordially yours,




CARTER 8 ASSOCIATES
Gortified Fublic Hocountunts
FINANCIAL AND TAX ADVISORS

14524 DELANO STREET
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FAX (818) 901-8401

February 21, 1997

Mr. Daniel Noll, Technical Manager
Accounting Standards, File 4262
AICPA

1211 Avenue of the Americas

New York, NY 10036-9775

Dear Mr. Noll:

I have read the Proposed Statement of Position regarding accounting for the
costs of computer software developed or obtained for internal use. It appears
that one portion of the proposal 1is in conflict with many other GAAP

applications.

Specifically, the statement requires capitalization of only employee payroll
and related payroll costs to arrive at the cost of the project and excludes
“general and administrative” and “overhead” costs; the statement then goes on

to require capitalization of interest.

It seems to me that the “overhead” (Rent, supplies, utilities, etc.) related to
the group developing the software (generally the Management Information
Services department) should be capitalized as a component of the cost of the
software. I cannot understand why AcSEC would move to a direct costing concept

for this single item.


mailto:103326.2075@compuserve.com
http://www.insweb.com/canda

I would 1like to point out the following arguments which support the

capitalization of related overhead:

1)

2)

3)

Since about 1940, it has been generally accepted (and required) that
factory overhead be included as a component of inventory pricing. If
the “cost” of inventory includes such overhead, why wouldn’t the cost

of developed software include similar items?

FASB Statement 86 does not impose a similar direct costing
requirement for measuring the cost of software to be sold, leased or
otherwise marketed. Why should the methodology for measuring the two

costs be different?

I could give you many more examples where items which are

manufactured (i.e., self created) include directly related overhead
as a component of cost. To quote Charles Horngren’s Cost Accounting
- “overhead is applied ... because of the managerial need for a close

approximation of costs...”.

If the profession is going to move to direct costing we should frame the debate

from that point of view and not use a back door exception by singling out

internally manufactured software for internal use. The overhead directly

supporting such efforts can. easily be equal to the direct costs and this

results an extremely poor matching of costs with revenue.

Singcerely,

A

¢

hn R. Carter #133715
TER & ASSOCIATES

CARTER 8 ASSOCIATES
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Old Kent Financial Corporation
One Vandenberg Center
Grar}d Rapids, MI 49503

March 3, 1997

Mr. Daniel Noll, Technical Manager
Accounting Standards, File 4262
American Institute of CPAs

1211 Avenue of the Americas

New York, New York 10036-8775

" RE: Exposure Drafti—Proposed Statement of Position
Accounting for the Cost for Computer Software Developed or Obtained for Internal Use

Dear Mr. Noll:

Please accept these comments on the aforementioned Exposure Draft. With two exceptions,
Old Kent Financial Corporation supports the Exposure Draft as written. The exceptions are
as follows (both regard the subject of amortization):

1. Paragraph 30 of the Exposure Draft states that computer software should be
amortized over the estimated useful life of the software. We would suggest that a
maximum amortization period be specified perhaps 30 years (as an upper limit
deterrent against bad judgment).

2. Paragraph 32 of the Exposure Draft states that software should be amortized when it
is ready for the intended use, regardless of whether it’s placed in service. We

disagree:

A. It is inconsistent with depreciation on plant property and equipment, which it
begins its depreciation when placed in service to achieve the matching concept of
revenues and expenses.

B. Furthermore, legitimate business conditions may dictate that an acceleration or
deferral from the original intended date may be appropriate based on circumstances
surrounding.

Please feel free to contact me if you have any questions on these comments.

Yours truly,

G 7 T

Albert T. Potas
Senior Vice President
and Controller

(616) 771-1931

cc: Mr. Joe Moravy, Arthur Andersen LLP



James E. Braun
Controller

March 20, 1997

Mr. Daniel Noll

Technical Manager, Accounting Standards, File 4262
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York NY 10036-8775

Proposed Statement of Position - Accounting for the Costs of Computer Software Developed or
Obtained for Internal Use. - File 4262

Dear Mr. Noll:

We are pleased to comment on the AICPA’s exposure draft on the above referenced item dated
December 17, 1996. Our response is organized along the eight issues identified in the exposure draft.
The original issues are not repeated.

Issue (1)

Entities should be required to capitalize and recognize as assets the costs of computer software
developed or obtained for internal use. The costs of reporting should not be burdensome as entities
should be capturing the type of information necessary to account for such costs as assets. Such
purposes would include authorization for expenditure, return on investment, payback and the like.
Expend:tm'&smtlnsareaaregrwertoday,relatwetopuorspendmg, as entities continue to utilize
technology, including software, as a strategic weapon in an increasingly competitive marketplace. As
such, these costs represent a major investment that will be monitored. The on-going costs of reporting
should not be significant.

Issue (2)

The SOP should have a rebuttable presumption that the capitalized cost should be amortized on a
straight-line basis over the estimated useful life of the software, not to exceed 15 years. A straight-line
method is most likely the current practice, although, other methods may develop which provide a more
reliable method of matching the costs of the software with the benefits. For reasons similar to the
requirement that goodwill not be amortized longer than 40 years, there should be a limit on the period
of amortization of the capitalized costs. Current practice, most likely, is to amortize such costs over a
period of three to 15 years with the constant and accelerating change in technological advances in this
area being one of the reasons for the relatively short lives. This change will continue at a rapid pace
and a 15 year maximum life seems appropriate.

Baker Hughes Incorporated
3900 Essex Lane, Suite 1200, P.O. Box 4740, Houston, Texas 772104740, 713/439-8732
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Issue (3)

FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of, should be used in determining the recognition and measurement of
impairments of internal-use computer software. Providing specific guidance on how to recognize and
measure an asset such as software that supports the operations of an entity is difficult at best and, is
best addressed by the FASB as an implementation issue of SFAS No. 121. However, the guidance in
paragraph 29 is sufficient in that software is generally completed and placed in service or not.

Issue (4)

An entity should not be required to meet technological feasibility criteria before it may begin
capitalizing the costs of computer software developed or obtained for internal use. The requirements in
paragraph 20 of the proposed SOP are understandable and operational.

Issue (5)

The types of costs that should be capitalized are appropriate. The requirement that “payroll and
payroll-related costs for employees who are directly associated with and who devote time to the
internal-use computer software project” will present challenges to entities as the lines between activities
such as reengineering, continuous improvement and development activities are in practice blurred.
Systems and processes will need to be developed to track such costs and activities.

Additional guidance and clarification as to the dividing lines between reengineering, continuous
improvement and development activities would be helpful in implementing this proposed SOP. We
believe that practice will evolve where costs of “blurred” activities will be capitalized; although, the
requirements of paragraph 26 seems to indicate that the costs to be capitalized would be more
restrictive and limited.

Issue (6)

The delineation between internal-use software and non internal-use software seems obvious; however,
the guidance is consistent with what common sense would dictate.

Issue (7)

An entity should follow the guidance of either the proposed SOP or FASB Statement No. 86, but not
both, basedonadetemnnauonofwhatlsthepnmaxypmposeforw}uchemendxmmarebemgmade
That is, for internal use or for the sale to third parties.



Mr. Daniel Noll

March 20, 1997

Page 3

Issue (8)

The guidance that distinguishes between computer software activities that are upgrades or
enhancements and activities that are maintenance is operational.

We hope you find our comments helpful in considering the issuance of this standard.

Sincerely, ,
0y (,Clb é? e

N E. Braun
Controller



Sharon A. Vanzant, CPA

Business Consulting and
Accounting Services

2785 Pacific Coast Hwy Suite E215
Torrance, CA 90505

February 25, 1997

Mr. Daniel Noll

Technical Manager

Accounting Standards File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Stars

New York, New York 10036-8775

Dear Mr. Noll:

To assist you and AcSEC in determining the appropriate accounting for the costs of
computer software developed or obtained for internal use, I have reviewed the exposure
draft of the Statement of Position (SOP), and formulated comments based on my
experience in the telecommunications industry. For ease of review, I will organize my
comments as answers to the questions posed by AcSEC in the introduction to the SOP.

(1)

It is my belief that costs of computer software developed or obtained for internal
use should be recognized as an asset and that entities should not have the option
of expensing such assets. I have formed this conclusion for many of the same
reasons as discussed by the SOP, as well as for comparability of the results of
operations of service companies, such as telecommunications companies with
manufacturing companies.

In a manufacturing company, significant capital is often expended to purchase the
property, plant and equipment (PP&E) necessary to produce the products which
are subsequently sold. The costs of these assets are capitalized and amortized
over their expected life, resulting in a proper matching of the expense of
producing the products sold, and the revenue generated from the product sales. In
service industries, there is often little investment in PP&E, as no products are
manufactured. Instead, services are often rendered through sophisticated
computer programs. For instance, a company providing billing and collection,
rating, and formatting services to telecommunications service providers may have
only $100,000 - 200,000 invested in computer hardware to provide its services.
However, to provide these same services the company may have several million
dollars invested in the computer software. By expensing the cost of the software
when purchased or developed, the company would have significantly lower
earnings in the year of purchase or development, and significantly higher earnings
in the subsequent years than a manufacturer, with the same investment in PP&E
and similar revenue and cost structure. This disparity of treatment makes it

(310) 618-0935
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extremely difficult for potential investors and creditors to compare the two
companies and make informed investment and credit decisions. Additionally, in
the current environment, companies in the same industry may account for costs of
purchased or developed software for internal use differently, making the
comparisons within an industry equally difficult.

By requiring that all costs of purchasing or developing software for internal use be
capitalized and expensed-over their estimated useful lives, AcSEC is putting back
consistency of accounting treatment between industries, and often within an single
industry.

The additional costs incurred by a company to properly report the costs of
internal-use computer software would be limited to tracking the activities of the
staff working on software development projects. All external costs could be
accounted for via vendor invoices at no incremental cost. The cost of tracking
staff activities should be minimal, and would be far outweighed by the benefits
derived by a better matching of expenses with revenue, and consistency among
reporting entities.

As is the case with PP&E and intangible assets, the establishment of the
amortization period and method should be left to the individual company, as long
as the period and method are supportable, and consistent with the treatment of
other long lived assets.

FASB Statement No. 121 provides sufficient guidance for the determination and
measurement of impairment of internal-use computer software assets.

As discussed in paragraph 45, technological feasibility does not appear to apply to
internal-use commuter software assets. Additionally, there is sufficient guidance
as to treatment of the assets should the project be abandoned.

Costs as proposed by the SOP for capitalization are appropriate, except that I
believe training costs included in the purchase price of purchased internal-use
computer software assets should be included in the cost of asset, and depreciated
over the life of the asset. Computer software is often complex and difficult to use,
requiring training to be used effectively. The value of the software can be
significantly diminished without proper training of staff. As such, it would appear
that the training costs are more like equipment installation costs than lease
executory costs, and should be included in the cost of the asset.

Page - 2
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The guidance for determination of whether computer software is for internal use
appears sufficient and appropriate. I noted no instances where I would disagree
with the proposed treatment.

While allocation of costs between the internal-use software and the marketed
software might be more theoretically correct, the cost of such allocation would
probably outweigh any benefit. Additionally, the cost allocation would be at best
an estimation, and methodologies for such allocations would probably be
inconsistent between companies. I agree with the SOP's conclusions that
allocation of costs is impractical, and that software for which there is an intent or
plan to sell should be accounted for under FASB Statement No. 86.

The definitions of upgrades, enhancements, and maintenance included in the SOP
are adequate, and should be fairly easy to apply. Many companies have separate
development and operations teams within their Information Technology
departments. Upgrades and enhancements would probably be handled by the
development team, while maintenance would be handled by the operations team.
Absent the separate teams, or different individuals performing the different
functions, project numbers would need to be assigned to upgrades and
enhancements, and individuals would be required to track their time by project;
however, this procedure is not significantly different from the procedure which
would be required to initially track development costs, and should not be costly.

Please feel free to contact me if you would like to discuss any of my comments. I can be
reached at (310) 618-0935.

Sincerely,

Sharon Vanzant

Page - 3
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March 25, 1997

Daniel Noll, Technical Manager
Accounting Standards, File 4262

AICPA

1211 Avenue of the Americas
iNew York, NY 10036-6775

Re: Proposed Statement of Position, “Accounting for the Costs of Computer
Software Developed or Obtained for Intemal Use”

Dear Mr. Noll:

We are pleased to submit our comments on the above-referenced proposed
SOP on behalf of the New York State Society of Certified Public Accountants. The
comments were developed by the Society’s Financial Accounting Standards
Committee.

The following relate to each of the issues raised in the letter accompanying the
exposure draft. :

Issue 1-The Committee agrees that computer software obtained from extemal
sources should always be capitalized. Software developed internally should be
capitalized only if there are appropriate records and interal controls to properly record
such costs. The notes to the financial statements should disclose the accounting policy
and the reason for non-capitalization in situations where such costs are expensed
because ot lack of records or controls.

The Committee feels that such a policy will allow entities to make cost/benefit
decisions with regard to such projects. It was also influenced by the fact the SEC has
had a number of enforcement actions against companies and their auditors where there
has been inadequate documentation to support capitalization of soft assets.

Issue 2-The Committee agrees it is appropriate not to specify a maximum
number of years for amortization. Flexibility is needed in this area and specifying a
maximum number of years would probably lead to the use of the maximum as the
normal life.



The Committee suggésts the document should specifically point out what it
already implies, that amortization could be based on something other than a straight

" line method.

Issue 3-The Committee agrees that SFAS No. 121 should be used to measure
impairment. It suggests the document contain examples of different scenarios such as
a change in the estimated life vs change in value, how upgrades in purchased software
are handled, etc. '

Issue 4-The Committee agrees with the position in the proposed SOP. The
subject of technological feasibility is difficult and subject to wide interpretation.

Issues 5-8-The Committee has no comments.

We hope these comments will be helpful. If you wish to pursue further any of
these Issues, please let us know and we will have someone from the Committee -
contact you.

\&lz;y.truly Yours‘\,-yh‘ é o ﬂ % 777 W

William M. Stocker, Ill, CPA Walter M. Primoff, CPA
Chair, Financial Accounting Director, Professional Programs

Standards Committee

cc: Accounting and Auditing Committee Chairs



Ronald G. Neison 3M General Offices O Leniel. DUBUINE —ou-1al-s

Vice President and St. Paul, MN 55144-1000
_Controller 612 733 4347 Office
' 612 733 6243 Fax

April 4, 1997

Mr. Daniel Noll, Technical Manager
Accounting Standards, File 4262
AICPA

1211 Avenue of the Amercias

New York, NY 10036-8775

Re: File No. 4262
Exposure Draft, Proposed Statement of Position, Accounting for the Costs of Computer
Software Developed or Obtained for Internal Use

Dear Mr. Noll:
3M is pleased to have the opportunity to express its views on this Exposure Draft.

We would like to make a few general comments before we comment on the specific issues in
the Exposure Draft. In general, 3M supports the conclusions in the proposed SOP.

3M believes that flexibility should be allowed, potentially under the materially provision, to
expense certain software projects. The expense option would allow the company to develop
internal policies which would not create an undue administrative burden for computer
software which was small in dollar magnitude or had a short useful life.

3M also supports the FASB Statement No. 121 impainnent.cﬁteria, but cautions that
impairment will be difficult to assess unless use of the software product is discontinued.

Lastly, the guidance for computer software activities that are upgrades or enhancements
versus activities that are maintenance is not acceptable. Without more definitive guidance the
AICPA will not reach its objective of gaining more consistency in practice. If this issue can
not be resolved, the SOP should not be issued. How much maintenance will be required to
keep the system viable? When is the system really done - if ever? Is this SOP symmetrical
with the EITF guidance which states that year 2000 costs should be expensed?

More details on the issues identified in the ED are contained in Attachment 1. |

We appreciate the opportunity to provide input on this ED.

Sincerelyg |

Enclosure



Attachment
Mr. Daniel Noll, Technical Manager
April 4, 1997

Accounting for the Costs of Computer Software Developed or Obtained for Internal Use

Issue 1: Should the costs of computer software developed or obtained for internal use be recognized as assets?
Should entities have the option to capitalize or expense such costs? Do the benefits of reporting these costs as
assets exceed the costs of such reporting? What are the costs of reporting?

Paragraphs 50-67 provide the basis for AcSEC'’s conclusions.

Yes, the cm of computer software developed or obtained for internal use should be recognized as an asset.
An investment in software, similar to other long-lived assets (i.e. property, plant and equipment); will
normally provide future benefits.

It is assumed that an organization would have the option of expensing some costs within the framework of
materiality, as the provisions of this statement need not be applied to immaterial items. The materiality
provision would allow the company to develop internal policies which would not create an undue
administrative burden for computer software which was small in dollar magnitude or had a short useful life.

3M currently capitalizes major internal software projects which meet defined criteria. For major projects,
the benefits of reporting these costs as assets clearly exceed the costs of reporting.

Issue 2: This proposed SOP does not specify a maximum period for amortization or methods of amortization.
Should the SOP specifv that amortization should not exceed a maximum period? If so, why, and what maximum
period should be specified? Should the SOP require certain methods of amortization? If so, why, and what
methods should be required?

Paragraph 75 provides the basis for AcCSEC's conclusions.

No, a maximum amortization period should not be specified. The statement in paragraph 30 that these costs
should be amortized in a systematic and rational manner over the estimated useful life of the software is
sufficient. However, there may be uncertainty as to the developer’s ability to estimate the useful life.

No, the SOP should not require certain methods of amortization. If an amortization method other than
straight line provides a better matching of the benefit received over the appropriate periods, the use of that
method should be allowed.

Issue 3: Should impairment of internal use computer sofiware assets be recognized and measured in accordance
with FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets to Be Disposed Of? If so, does
this proposed SOP provide sufficient guidance for entities to recognize and measure impairment? If not, how
should entities recognize and measure the impairment of internal-use computer software assets?

Paragraphs 72-74 provide the basis for AcSEC'’s conclusions.

FASB Statement No. 121 should be the starting point for determining impairment. We realize impairment
will be difficult, if not impossible, to measure in many cases; such as cash flow analysis and fair value
determination for software that provides benefits to many areas within a company. In practice, 3M expects
most internally developed software will remain as an asset until fully amortized, or until it is no longer being
used,



Attachment
Mr. Daniel Noll, Technical Manager
April 4, 1997

Issue 4: The proposed SOP requires capitalization of certain costs of computer software developed or obtained
Jor internal use, provided that those costs are not research and development. However, this proposed SOP does
not require that an entity meet technological feasibility criteria (similar to that established in FASB Statement No.
86, Accounting for the Costs of Computer Sofiware to Be Sold, Leased, or Otherwise marketed) before it begins
capitalizing qualifying costs. Should an entity be required to meet technological feasibility criteria before it may
begin capitalizing the costs of computer soﬂware developed or obtained for internal use? If so, what are those
criteria?

Paragraphs 44-49 provide the basis for AcCSEC's conclusions.

No, an entity should not be required to meet technology feasibility criteria before capitalizing qualifying
costs. The company agrees that these costs should be capitalized based on principles similar to those for

long-lived assets.

Issue 5: Is the proposed SOP too broad or too narrow in the kinds of costs that should be capitalized in the
measurement of internal-use computer sofiware assets? Why? What costs should be included or excluded?
Paragraph 68 provides the basis for AcSEC'’s conclusions.

The company agrees with the kinds of costs that should be capitalized as stated in this SOP. 3M believes
that AcSEC should allow for the capitalization of variable overhead costs, consistent with the guidance for
self-constructed fixed assets.

Issue 6: Does the SOP provide sufficient guidance to help entities determine whether computer software is for
internal use? Is this guidance appropriate? Why?
Paragraphs 38-43 provide the basis for AcSEC's conclusions.

Yes, there is sufficient guidance in the SOP to help entities determine if computer software is for internal
use. This guidance is appropriate as stated.

Issue 7: -Software is sometimes developed or obtained for both internal use and external marketing. This
proposed SOP requires that if all characteristics for determining whether computer software is for internal use are
not met, the entity must account for the software in accordance with the guidance in FASB Statement No. 86.
However, some believe that an entity should follow both the guidance in this proposed SOP and FASB Statement
No. 86 when costs of computer software relate to software that will be both used internally and marketed to others.
They believe those costs should be allocated between internal-use sofiware and software to be marketed. Do you
agree with the approach in this proposed SOP that requires an entity to follow the guidance in either this
proposed SOP or FASB Statement No. 86, but not both? If not, how should those costs be allocated?

Paragraphs 38-43 provide the basis for AcSEC's conclusions.

Yes, an entity should follow the guidance in either this propesed SOP or FASB Statement No. 86, but not
both. 3M agrees that in most cases it would be impractical to allocate costs between internal-use software
and software to be marketed.
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Mr. Daniel Noll, Technical Manager
April 4, 1997

Issue 8: The proposed SOP provides guidance that distinguishes between computer sofiware activities that are
upgrades or enhancements and activities that are maintenance. lIs that guidance operational?
Paragraphs 63-64 provide the basis for AcSEC's conclusions.

No, the guidance for upgrades or enhancement versus maintenance is not operational. Without more
definitive guidance the AICPA will not reach its objective of gaining more consistency in practice. If this
issue can not be resolved, the SOP should not be issued. Examples of items which would fall under each
category should be provided. If an item falls into a gray area a preference should be stated for capitalizing
versus expensing. 3M’s preference would be to state that if the change is not clearly recognizable as an
upgrade or enhancement, it should be expensed.
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March 21, 1997

Mr. Daniel Noll, Technical Manager

Accounting Standards, File 4262

Accounting Standards Executive Committee
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Noll:

The Financial Institutions Accounting Committee ("FIAC") is pleased to have the
opportunity to respond to the exposure draft of the proposed Statement of Position ("SOP")
on Accounting for the Costs of Computer Software Developed or Obtained for Internal Use.
FIAC is a group of 16 financial professionals working in executive level positions in the
thrift and banking industries and is affiliated with the Financial Managers Society. The
comments within this letter are representative of the FIAC as a whole and do not necessarily
reflect individual views of the institutions represented on the Committee.

§umma:!

While our letter addresses the specific issues raised in the exposure draft, the FIAC agrees
with concepts of capitalization of costs for the acquisition or development of software for
use within a financial institution or other type of organization. We endorse the thrust of the
proposed SOP because it will require institutions to capitalize costs and subsequently
amortize those costs over a term which will match the economic benefits derived from the
software. The SOP defines the asset which can be significant not only in regards to dollars
but also in terms of importance to an institution. As technology grows, so too will the need
to acquire or develop more technologically complex software and systems.

The scope of the SOP does not include costs of re-engineering operations or costs of
converting data from old to new systems (paragraph 10). We believe expansion of the SOP
to these areas would benefit many organizations due to frequency of occurrence and the
association with development or acquisition of software. FIAC feels if this area is omitted,
the industry will continue with inconsistent practices which this SOP aims to eliminate.

You requested comments regarding eight specific issues discussed in the proposed SOP.
Our response to these issues along with the individual questions follows.

FINANCIAL MANAGERS SOCIETY
230 West Monroe - Suite 2205 - Chicago, lllinois 60606 « (312) 578-1300




Mr. Daniel Noll

March 21, 1997

Response to Exposure Draft

Proposed Statement of Position

Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use

Issue #1 - Should the costs of computer software developed or obtained for internal use be recognized? .
* Should entities have the option to capitalize or expense such costs? Do the benefits of reporting those
costs as an asset exceed the costs of such reporting? What are the costs of reporting?

We support the establishment of an asset representing the costs of developing or obtaining computer software
for internal use. We believe the costs which meet the criteria defined in the SOP should be required to be
capitalized. The only exception which an entity can employ is where a company's policy for immaterial
acquisitions allows for expensing. Currently, practice among many organizations is to expense acquisitions
under a defined dollar amount because capitalization of small dollar amounts would incorporate costs of
reporting exceeding the benefits of such reporting.

FIAC believes computer software meets the three essential characteristics of an asset as cited in FASB Concepts
Statement No. 6. Additionally, computer software either developed or acquired should be capitalized when an
entity can demonstrate a probable economic benefit and technological feasibility. We agree with the conclusion
reached in paragraph 56; however, we believe the SOP should incorporate technical feasibility in the
capitalization criteria as prescribed in SFAS #86 Accounting for the Costs of Computer Software to be Sold,
Leased, or Otherwise Marketed.. FIAC believes having similar criteria will provide clarity to entities for
capitalization of software costs.

Issue #2 - Should the SOP specify that amortization should not exceed a maximum period? If so, why,
and what maximum period should be specified? Should the SOP require certain methods of
amortization? If so, why, and what methods should be required?

Management must use judgment in the estimated useful life of the software. FIAC agrees with the conclusion
reached in paragraph 75. Due to the fact that technology changes rapidly, a life which is reasonably short or
an estimated life that would fully amortize the cost until a system replacement is considered would be an
appropriate life.

Amortization should begin once capitalization ceases and when the software is in use. The proposed SOP
should recognize that there may exist a period of time between the completed testing and full implementation
of the computer software.
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March 21, 1997

Response to Exposure Draft

Proposed Statement of Position

Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use

Issue #3 - Should impairment of internal-use computer software assets be recognized and measured in
accordance with SFAS No. 121 Accounting for the Impairment of Long-Lived Assets and for Long-Lived
Assets to be Disposed Of? If so, does this proposed SOP provide sufficient guidance for entities to
recognize and measure impairment? If not, how should entities recognize and measure impairment of
internal-use computer software assets? '

Computer software which does not perform according to its intended use or developed incompletely has little
or no value to an entity and therefore, should be carried at the lower-of-cost or fair value, less costs to dispose
or sell. Can an entity ascertain fair value on internally developed software and, if not, does this require an entity
to default to cost?

Impairment may occur when a "significant change occurs in the extent or manner in which the software is used"
as noted in paragraph 28. For example, when a general ledger system is acquired which has a report writing
module included and an entity intended to use the module for consolidating entities but subsequently changes
its approach to use a more efficient PC-based system, this change does not indicate impairment. The entity may
use the reporting module for other types of reporting and therefore, the portion of the system still has
determinable value. If, on the other hand, the report writing module is totally disregarded and not used and the
entity can reasonably determine the cost associated with the module, then one could argue that impairment or
loss of value has occurred. .

The proposed SOP indicates the possibility of impairment if "a significant change is made or will be made to
the software program”. FIAC does not necessarily agree that this indicates impairment. The SOP attempts to
make a distinction between development and upgrades or enhancements as specified in paragraph 24. If changes
are made to existing computer software, such as the addition of EDI for payment of invoices in an accounts
payable system, the changes are typically made to improve the functionality of the software. The value of the
previous version of the software has not declined. This inconsistency needs to be better defined.

FIAC believes another impairment standard is not necessary and that provisions of SFAS No. 121 are adequate
in determining impairment.

Issue #4 - Should an entity be required to meet technological feasibility criteria before it may begin
capitalizing the costs of computer software developed or obtained for internal use?

As stated previously, FIAC believes that technological feasibility along with probable economic benefits must
be identified for costs to qualify for capitalization. Software which is feasible of completing the tasks
incorporated in its design should be an element in the asset. Costs incurred for software obtained or developed
which is not technically feasible have little or no value.
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Response to Exposure Draft

Proposed Statement of Position

Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use

Therefore, FIAC reiterates strongly its desire to have an entity meet technological feasibility as a criterion for
capitalization of costs, provided these costs are not research and development.

Any costs incurred prior to establishing technological feasibility should be expensed.

Issue #S - Is the proposed SOP too broad or too narrow in the kinds of costs that should be capitalized

in the measurement of internal-use computer software assets? Why? What costs should be included or
excluded?

Using incremental direct costs for capitalization is an approach which provides the least amount of subjectivity
in the costs used for capitalization. When acquiring computer software "off the shelf" such as a spreadsheet
program, the amount of costs capitalized include the purchase price and associated sales taxes and delivery
charges (shipping and handling). Costs, such as the payroll and payroll taxes for the employee installing the
software, would also qualify for capitalization under the provisions of the proposed SOP. Entities, however,
will recognize the onerous and costly tasks of recordkeeping for such a process. The propensity for
organizations will be to capitalize the direct purchase costs and expense the indirect installation costs due to
their immateriality.

For computer software which is developed, FIAC concurs with the SOP that direct salaries and wages and
payroll-related costs for the personnel involved in the project would qualify for capitalization. External costs
for consultants, legal fees for contracts and other professional fees are also direct costs which logically would
be included and qualified for capitalization. For example, if a consultant is hired to find a deposit system for
an institution and the consultant arranges vendor presentations in response to an RFP, the charges incurred from
the consultant would qualify for capitalization.

Although not included in paragraph 10 of the SOP, the scope should include the costs for conversion of pre-
existing data from an old system to a new system which has been developed or acquired. For example, if a
financial institution purchases or develops a document imaging system, the process of converting loan
documents or cleared checks is significant and is an integral part of implementation. Likewise, if a new general
ledger is purchased or developed, the transaction history is typically converted to the new system allowing for
the institution to abandon the old system. The ultimate value of a system does not lie in the software alone but,
more importantly in the data. The SOP should allow for companies to include the costs of converting old data
or repopulating the new system in the capitalization.

Paragraph 16 of the proposed SOP denoted the various stages of computer software development; however, on
the front-end of a development project when multiple alternatives are present, consideration should be given
to allowing capitalization of costs incurred for the alternative chosen. For example, if several consultants are
contacted to make presentations for a given project, and one consultant is hired to begin coding, can the costs
incurred by the consultant chosen in the preliminary stage be capitalized? FIAC believes the direct costs should
be capitalized while any other indirect costs incurred, such as those from other consultants, be expensed.
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Proposed Statement of Position ,

Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use

Distinction has not been made for the development of applications of given software from the actual software
acquired. For example, if a software application is purchased, such as Clipper, and it's used to create an investor

accounting system to handle the cash flows on municipal lease transactions, can these development costs

incurred to create this "system" be capitalized? FIAC recognizes that the Clipper software, in this example, can”
be capitalized; however, the SOP is not clear regarding the additional development costs. Another example

would include the creation of applications of "systems" from spreadsheet software such as Excel or Lotus 1-2-3.

These applications definitely accrue benefits to the organization, but should these development costs be

considered? FIAC concludes that these costs do qualify for capitalization because these applications have value

to an organization. If a procedure is enhanced by the use of these applications, then capitalization should be

allowed. In addition, the proposed SOP does not make mention of the associated documentation of the software

or application of the software. Paragraph 10 should include this distinction as well. FIAC also recommends

the cost of documentation be included as part of the capitalization process.

FIAC concurs with the capitalization of costs for upgrades and enhancement as denoted in paragraph 24.

Issue #6 - Does the SOP provide sufficient guidance to help entities determine whether computer software
is for internal use? Is the guidance appropriate? Why?

Paragraph 9 possesses the proper answers to this issue. FIAC concurs with the conclusions reached in paragraph
38, given the opportunity to apply these provisions to individual modules in the computer software. When the
intent to sell exists, an entity should follow the provisions of SFAS No. 86 as stated in the SOP. We concur that
it is impractical to allocate costs between internal-use software and software to be marketed.

Issue #7 - Software is sometimes developed or obtained for both internal use and external marketing.
Some believe the costs should be allocated between internal-use and software to be marketed. Do you
agree with this approach in the proposed SOP that requires an entity to follow guidance in either this
proposed SOP or FASB Statement No. 86, but not both? If not, how should these costs be allocated?

Deferring revenue recognition until all costs of the software are recovered appears to be a reasonable approach.
FIAC concurs with the conclusions reached in paragraph 40 citing that sufficient guidance is found in SFAS
No. 86 and this proposed SOP.

Issue #8 - The proposed SOP provides guidance that distinguishes between computer software
activities that are upgrades or enhancements and activities that are maintenance. Is that guidance
operational?

Using existing standards and practices for other types of capital assets should extend to computer software.
Where significant functionality is added or significant improvements in the performance can be measured, then
the additional costs should be capitalized. Costs for minor corrections to programming that have limited or
immeasurable improvements in the performance or efficiency of the software should be considered maintenance
and expensed when incurred.
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In conclusion, we appreciate the attempts by the AICPA to resolve inconsistencies currently in practice
involving capitalization of software costs. Such consistency in reporting will help to minimize errors and
inconsistencies, as fewer adjustments will be made.

Sincerely,

James W. Bean, Jr.
Chairman

cc: Zane Blackburn, Office of Comptroller of the Currency
Gerald Edwards, Federal Reserve
Timothy Stier, Office of Thrift Supervision
Robert Storch, Federal Deposit Insurance Corporation
James Green, American Institute of Certified Public Accountants
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March 31, 1997

Dantel Noll

Technical Manager, Accounting Standards

File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Knoll:

We are pleased to submit the comments of the Standard Setting Subcommittee
of the Accounting Principles and Auditing Standards Committee of the
Connecticut Society of Certified Public Accountants on the Exposure Draft of
a proposed Statement of Position (SOP), Accounting for the Costs of
Computer Software Developed or Obtained for Internal Use.

The views expressed herein are those of the Subcommittee established to
comment on proposed accounting and auditing standards. The views are not
necessarily those of the Accounting Standards and Accounting Principles
Committee or membership of the Society.

The comments of the Subcommittee are presented on the following pages in
the order in which the “Areas Requiring Particular Attention by Respondents”
section of the cover letter accompanying the proposed SOP and the issues are
referred to using the numbers assigned in that section.

We appreciate the opportunity to present our comments. Should there be any
questions, please feel free to contact Paul Rohan, CPA, Chairman of the
Standard-Setting Subcommittee at (203) 401-2101.

Z:ZZ&///

Subcommxttee Chair

David K. Chnstle Andrea J. Lavenburg
Subcommittee Member Subcommittee Member
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Issue 1: :
Should the costs of computer software developed or obtained for internal use be
recognized as assets? Should entities have the option to capitalize or expense such
costs? Do the benefits of reporting those costs as assets exceed the costs of such
reporting? What are the costs of reporting?

Asset Recognition

We believe that the costs of computer software developed or obtained for internal
use should be recognized as assets. We believe that because those costs meet the
definition of an asset, have the essential characteristics of an asset, and meet the
criteria for recognition as an item in the financial statements.

Option to Capitalize or Expense

We believe that the essential characteristic of an accounting standard is that it
should limit diverse accounting practices and not endorse them. The ultimate
failure of standard-setting is the issuance of an accounting standard that endorses
diverse accounting treatments as acceptable options available to the preparer.
Such standard-setting is misguided and does nothing but elevate to the level of
generally accepted accounting principles the diverse accounting practices that
were the source of the perceived problem at the onset of the project.

Those whose concern might be that the SOP will call for capitalizing costs that are
not worth the effort should take comfort in the language contained in the block on
page 17 of the proposed SOP following the standard which states “The provisions
of this Statement need not be applied to immaterial items.”

Cost Benefit Test

Paragraph 61 of the Basis for Conclusions of the SOP quotes from FASB
Concepts Statement No. 2, Qualitative Characteristics of Accounting Information,
which states “comparability between entities and consistency in the application of
methods over time increases the informational value of comparisons of relative
economic opportunities or performance.” That benefit to those who are users of
general purpose financial statements, one which is so difficult to characterize
much less quantify, is what must be weighed against the estimable costs to
preparers in making the information available. An additional cost consideration
not commonly considered is that which is imposed on the users of the financial
statement as a result of not providing information that otherwise would have been
useful.



Costs of Reporting

The costs of recognizing computer software developed for internal use cannot be
significant to most entities that follow that practice. The basic cost information
should already be captured within most accounting systems. While there will be
some costs associated with modifications necessary to further identify and
capitalize eligible costs, the methodologies currently used to capitalize self-
constructed assets could easily be modified for use with software developed for
internal use.

Issue 2:

This proposed SOP does not specify a maximum period for amortization or methods of
amortization. Should the SOP specify that amortization should not exceed a maximum
period? If so, why, and what maximum period should be specified? Should the SOP
require certain methods of amortization ? If so, why, and what methods should be
required?

Amortization Period

We do not believe that the SOP should not specify an amortization period. We
are unaware of any reason to be more specific the period of amortization for
software developed for internal use than for long-lived assets in general. Past
experience with setting limits on the amortization of intangibles over a period not
to exceed 40 years has had the effect of establishing the outer limit as the de facto
standard, a condition that resulted in the need for an additional standard to limit
abuses and set limits on core deposit intangibles acquired in a purchase.

Amortization Method

We do not believe that the SOP should specify an amortization method. The
selection of amortization methods should be no more specific for software
generated for internal use than for all depreciable and amortizable assets. While
there may be merit to a future project addressing the larger issue of depreciation
and amortization methods, that subject should not be addressed within the narrow
perspective of the amortization of software developed for internal use.



Issue 3

Should impairment of internal-use computer software assets be recogmzed and
measured in accordance with FASB Statement No. 121, Accounting for the
Impairment of Long-Lived Assets and Long-Lived Assets to be Disposed Of? If so,
does the proposed SOP provide sufficient guidance for entities to recognize and
measure impairment? If not, how should entities recognize and measure the
impairment of internal-use computer software assets?

Determination of Impairment

We believe that impairment of internal-use computer software assets should be
recognized and measured in accordance with FASB Statement No. 121,
Accounting for the Impairment of Long-Lived Assets and Long-Lived Assets to be
Disposed Of We believe that Statement 121 provides a conceptually sound
framework within which impairment can be assessed.

Impairment Guidance

As with many assets committed to management and administrative functions
within an organization, there will be difficulties grouping internal-use computer
software assets in a manner in which cash flows can be compared to asset values.
That problem is inherent in the Statement 121 model for assets not directly
associated with cash-providing activities, most of which must be assessed at the
entity level. However, there is no need for more stringent impairment recognition
tests for internal-use computer software assets than for executive office furniture
or other assets committed principally to headquarters activities. = More
importantly, paragraph 29 of the SOP addresses software that has been abandoned
and affords it the same treatment given to assets to be disposed of under Statement
121.

Issue 4:

The proposed SOP requires capitalization of certain costs of computer software
developed or obtained for internal use, provided that those costs are not research and
development. However, this proposed SOP does not require that an entity meet
technological feasibility criteria (similar to that established in FASB Statement No. 86,
Accounting for the Costs of Computer Software to Be Sold, Leased, or Otherwise
Marketed) before it begins capitalizing qualifying costs. Should an entity be required
to meet technological feasibility criteria before it may begin capitalizing the costs of
computer software developed or obtained for internal use? If so, what are those
criteria?



Technological Feasibility

We believe that the proposed SOP, which requires capitalization of certain costs
of computer software developed or obtained for internal use, provided that those
costs are not research and development, makes the appropriate distinction between
computer software assets that are produced for internal use versus those developed
for future sale. We do not believe that there is a need for an entity to meet
technological feasibility criteria before it begins capitalizing costs. In that regard,
we believe that the proposed SOP makes effective use of existing literature which,
since its evolution, has distinguished between internally generated software to be
used by the entity and that which is developed to be sold, leased, or otherwise
marketed. The former is no different than any other self-constructed long-lived
asset whereas the latter is more like inventory. Accordingly, we believe the
distinction made in the SOP is appropriate for the reasons cited in paragraphs 44
through 49 of the Basis for Conclusions of the proposed SOP.

Issue 5:

Is the proposed SOP too broad or too narrow in the kinds of costs that should be
capitalized in the measurement of internal-use software assets? Why? What costs
should be included or excluded?

Costs to be Capitalized

We believe that the SOP has captured the essential components of cost to be
capitalized and that further refinement of those costs may not be productive. We
agree that for reasons of practicality, overhead costs have been excluded from
those that are capitalizable. That reasoning is stated appropriately in the last
sentence of paragraph 68 of the Basis for Conclusions:

AcSEC recognizes that the costs of some activities, such as allocated overhead,
may be part of the overall cost of assets, but it excluded such costs because
measurements of the amounts that should be allocated to computer software are
too imprecise.

We do not, however, agree with the last phrase in the last sentence of paragraph
26 of the standard section which suggests a different reasoning for excluding costs
including overhead:

General and administrative costs, overhead costs, and training costs should not be
capitalized as costs of internal use software; those costs relate to the period in
which they are incurred.



We believe that both the Conclusions section of the Statement and its Basis for
Conclusions should contain the same reasoning for excluding overhead from
capitalization. Further, to characterize overhead as a period cost and to then use
that label as a reason for not capitalizing the cost is simply to argue by assertion
that a prejudged conclusion is correct.

The misleading language of paragraph 23 is apparent when one considers that
overhead must be capitalized into the inventory of a manufacturer. Interest is
perhaps the foremost of period costs. It is by definition the simple product of time
and rate. Yet, despite being a period cost, it is required to be capitalized under
FASB Statement No. 34--and it is required to be capitalized under the proposed
SOP.

Issue 6:
Does the SOP provide sufficient guidance to help entities determine whether computer
software is for internal use? Is this guidance appropriate? Why?

Whether Software Is For Internal Use

We believe that the guidance in the SOP is sufficient to enable entities to
determiner whether computer software is for internal use. Paragraph 11 of the
proposed SOP contains language that is useful in making the necessary
distinction. Further, the examples included in Appendix A of the SOP are helpful
illustrations of that distinction. ‘

Issue 7:

Software is sometimes developed or obtained for both internal use and external
marketing. This proposed SOP requires that if all characteristics for determining
whether computer software is for internal use are not met, the entity must account for
the software in accordance with the guidance in FASB Statement No. 86. However,
some believe that an entity should follow both the guidance in this proposed SOP and
FASB Statement No. 86 when costs of computer software relate to software that will be
both used internally and marketed to others. They believe those costs should be
allocated between internal-use software and software to be marketed. Do you agree
with the approach in this proposed SOP that requires an entity to follow the guidance
in either this proposed SOP or FASB Statement No. 86, but not both? If not, how
should costs be allocated?



Allocation of Software Developed for Internal Use and Software to be
Marketed

We agree with AcSEC’s conclusion that it is impractical to allocate costs between
internal-use software and software to be marketed and agree with the reasoning
for their conclusions as cited in paragraphs 38 through 43 of the Basis for
Conclusions of the proposed SOP.

Issue 8:

The proposed SOP provides guidance that distinguishes between computer software
activities that are upgrades or enhancements and activities that are maintenance. Is
that guidance operational?

Distinguishing Upgrades and Enhancements from Maintenance

We believe that the proposed SOP provides adequate operational guidance for
making the distinction between activities that are upgrades or enhancements from
those that are maintenance. Further, for computer software, there is considerably
more guidance on making that distinction than there is for long-lived assets in
general, and we do not believe that such guidance should be further expanded
within the very narrow field of accounting for internal-use software.
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Mr. Daniel Noll

American Institute of CPAs
Accounting Standards, File 4262
1211 Avenue of the Americas
New York, NY 10036-8775

Dan:

I wish to make comments on the AcSEC Exposure Draft, “Accounting for the Costs of
Computer Software Developed or Obtained for Internal Use.” You may know that I write a research
service for buy-side and sell-side analysts called The Analyst’s Accounting Observer; I’ve enclosed
a recent report that dealt with this exposure draft. In writing the report, I encountered a situation that
I’m sure AcSEC confronted as well. I found that companies that follow a software capitalization
policy generally make fair disclosures about amounts capitalized and amortized. At the other
extreme, companies that expense software seemed to disclose very little about the dollar
quantification of such a policy. Overall, the existing level of disclosures about capitalization policy
made me unsure about how widely practice varies in regard to software capitalization.

Regardless of whether companies employ varying policies, the accounting in the Exposure
Draft is a vast improvement over the existing accounting - which is none at all, or perhaps “folklore
accounting” at best. Let.me address several of the issues where the Exposure Draft requested
comments:

(1) Should the costs of computer software developed or obtained for internal use be
recognized as assets? Should entities have the option to capitalize or expense such costs?

The costs of such software should be recognized as assets. It makes little sense to treat such
costs as expense; whether self-developed or purchased from outside vendors, these costs provide
benefits that extend beyond the current accounting period of incurrence. Expensing them because
they are self-developed makes as little sense as expensing a new grocery store because it was self-
constructed.

Entities should not have the option to capitalize or expense such costs; this is the situation
we currently have. If the costs of software fit the definition of an asset - and I believe they do - then
current practice needs to be improved.

Because companies already account for such expenditures already as either assets or expense,
the cost of uniform treatment should be minimal.

(2) Should the SOP specify a maximum amortization period or certain methods of
amortization? : _, :

The SOP should not require specific maximum amortization periods or methods of
amortization. These items might legitimately and justifiably vary widely from one firm to another.

What the SOP should require is clear disclosure of the amortization periods, amortization
methods, and the effects of significant changes in them. This information would be far more useful
to users than mandating “one-size-fits-all” amortization practices.
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(3) Should impairment of internal-use computer software assets be recognized and measured
in accordance with SFAS No. 121? '

Yes, impairment should be based on SFAS No. 121. The guidance in the Exposure Draft is
sufficient; however, one of the indicators in Paragraph 28 needs some revision. I would recommend
that “A significant change is made or will be made to the software program” is far too vague to be
useful. Changes are made to programs all the time; significance is in the eye of the beholder (or the
auditor). Perhaps what was contemplated by AcSEC was “a change to the software that indicates it’s
no longer useful in its existing configuration.”

(4) Should an entity be required to meet a technological feasibility criteria before it begins
capitalizing qualifying costs?

No. The model that the software accounting is following in this exposure draft is accounting
for long-term assets, whether self-constructed or purchased. The criteria of that model are
sufficiently espoused in paragraphs 21 through 25, and they embody an implied feasibility criteria.
(Internal-use software systems are not ground-breaking applications. If an internal-use software
project seemed to be a low-probability affair, would management commit to it? See paragraph 20.)

To require technological feasibility criteria similar to SFAS No. 86 would be mixing models:
the technological feasibility requirements of SFAS No. 86 relate to inventory costs, not long-lived
asset costs.

(5) Is the proposed SOP too broad or too narrow in the kinds of costs that should be
capitalized in the measurement of internal-use computer software assets?

The proposed SOP is neither too broad or narrow in its definition of capitalizable costs. There
is one area that AcSEC might want to note: the Exposure Draft permits capitalization of payroll and
payroll-related costs of employees directly associated with a software project, but makes no mention
of their indirect costs (light, power, office facilities, etc.). I believe that indirect costs of such
personnel are capitalized in practice for SFAS No. 86, though it didn’t really permit or deny such
treatment. If differences in these capitalizable costs arise between the two pronouncements, it’s hard
to justify it on the grounds that they espouse different cost models as discussed in (4).

AcSEC may wish to strive for uniformity with SFAS No. 86 in this regard - or more
explicitly state reasons for not allowing capitalization of such amounts.

(6) Does the SOP provide sufficient guidance to help entities determine whether computer
software is for internal use?
Yes, the guidance in the proposed SOP is sufficient.

(7) For software that is developed or obtained for both internal use and external use, is the
approach in this SOP which requires that an entity follow either the SFAS No. 86 approach or the
accounting detailed in the SOP? :

The “one-or-the-other” approach is satisfactory. What needs to be developed is how firms
should account for changes from one approach to the other. Suppose a firm is developing a software
product for sale under SFAS No. 86 for the first three quarters of the year, but changes course and
decides not to develop it for sale to outsiders in the fourth quarter - and also decides to pursue a
capitalization policy? Would they need to restate the first three quarters? What disclosures would
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be needed in the fourth quarter? These issues are more problematic to me than an initial “either-or”
selection.

One aspect of the exposure draft that was not addressed in the “issues” section was transition.
I am concerned that there are no requirements that require the disclosure of the effect of switching
from an expense policy to a capitalization policy; the transition is effectively handled on a
prospective basis.

While I have no problem with the prospective treatment, I have serious reservations about
the lack of disclosure of the favorable effects of such a change. Such a change in policy could be an
earnings booster, giving the appearance of earnings improvement without anything really new
occurring in the workings of a firm. There has been adequate disclosure in the past when a change
in accounting principle had a negative effect on earnings - recall SFAS No. 106. When the effect of
an accounting change is favorable, there should be equivalent disclosure of the change’s effect
directly on the face of the income statement and in earnings per share.

I also believe that specific disclosures should at least be exemplified in the SOP. I realize that
no new disclosures are required, and that any disclosures should be made in accordance with existing
authoritative literature. There is, however, nothing in the authoritative literature that speaks to
capitalization of software costs in this manner, and I believe that without some kind of specific
requirement - or at least a couple of examples - poor practice may result. There needs to be more
attention paid to disclosures than mere cross-referencing. Given that the proposed treatment
“liberalizes” income recognition, users will depend heavily on disclosures for indications of abusive
accounting. That’s why it’s so important to specify disclosures. Some suggestions:

*» Beginning amount of capitalized software.

* Amount capitalized in each year.

» Amount of amortization and accumulated amortization.

« Ending amount of capitalized software.

* Amount of software writedowns and rationale for writedowns.

» Description of capitalization policy, including kinds of costs capitalized.
* Changes in capitalization policy, and net income effect of changes.

Those are my comments. Overall, I think AcSEC has made a fine exposure draft and the

Committee has done well in its attempts to improve financial reporting. If you have any questions
about my comments or about the enclosed report, don’t hesitate to call. Best regards.

Sincerely,

Jack T. Ciesielski
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of what maKes a firm s business run: wilnéss the rise of just-in-tif§e iriventory systems and automatic
inventory replenishment systems.

Software to run‘a firm's 5¥gi™Ess Fan bé§xpensive, whether it’s piirchased “off-the-shelf”’
or developed internalﬂgﬂrmW@ idV@;Ii i@ﬁet there are
differing accounting p regarding the*®oslof softwlre . companies
will capitalize the cost of software developed or obtained for internal use, and subsequently amortize
such costs against earnings; others prefer to treat such outlays as a normal recurring business
expense. : : ,

The Accounting Standards Executive Committee of the American Institute of CPAs has
released an exposure draft of a Statement of Position which would settle once and for all the
classification of these expenditures. It could be effective as early as next year - and would provide

an earnings boost to some companies while widening the gap between their net income and cash
flow from operations.

I. Is It An Asset Or An Expense?

Imagine a wholesaler of grocery products constructs a new, state-of-the-art distribution center
in order to service retail clients in a particular region. Brick and mortar facility costs incurred over
two years total $30 million - a hefty sum for our fictional wholesaler. That $30 million expenditure
allows the wholesaler to service customers for the next twenty years - in other words, after its

Table of Contents Page Companies in this report:
I. Is It An Asset Or An Expense? Avon Products
- That Is The Question To Be Answered.................................... 1 Bames & Noble
II. The Proposed Standard : : Boise Cascade Office Products
- Simple To Understand, Simple To Execute ........................... 3 Burlington Northern Santa Fe
III. What It Means To Analysts Central Parking Corp.
- Hard To Pin Down Beneficiaries.................oueceeeemeeeoeeerenen. 7 (Cont’d on back page)
)
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RE: AICPA Exposure Draft - Proposed Statement of Position -
Accounting for the Costs of Computer Software Developed
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The Arkansas Society of Certified Public Accountants’ response
to the exposure draft referenced above is as follows:

"Software usually has a very short economic life. The SOP
should specify a maximum length of time for amortization of
costs 5 years."

Sincerely,
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Executive Director
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April 8, 1997

Mr. Daniel Noll, Technical Manager

Accounting Standards, File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Subject: Proposed Statement of Position - Accounting for the Costs of
Computer Software Developed or Obtained for Internal Use

The Financial Reporting Committee of the Institute of Management Accountants
is pleased to offer its comments to the exposure draft of the subject matter. In
addition to providing specific responses to the issues on which specific
comments were requested, we would offer our overall support for this proposed
statement of position (“SOP”).

The proposed SOP brings more practical application to the difference between
research and development expense versus capitalizable expense than FASB
Statement No. 86, Accounting for the Costs of Computer Software to Be Sold,
Leased, or Otherwise Marketed (“FAS 86”). The disparity in capitalization
among software companies today in applying the FAS 86 standard indicates
there is substantial latitude in applying the tests under such standard. Software
development tools and methodologies have changed significantly since the
issuance of FAS 86 and the standard is very difficult to apply in today’s
environment. This proposed SOP establishes a more practical approach to
determining when capitalization is appropriate in a software development
process.

The proposed SOP will not only provide for capitalization of many projects
which have been expensed in the past, but also will become the new standard for
capitalization. With much of corporate America continuing to outsource
elements of their businesses where others provide superior product and lower
price, service industries continue to thrive and grow. These industries use a
substantial amount of computer software which, in some instances, in practice,
was considered “software ... otherwise marketed as part of a product or process”
as defined in paragraph 2 of FAS 86. We agree with the proposed SOP that
defines such computer software as internal use software and, therefore, under the
guidance of the proposed SOP.

In order to allow procedures to be developed and systems designed and
implemented by companies unable to presently fulfill the requirements of

10 Paragon Drive - Montvale, New Jersey 07645-1760
(800) £36-4427, Ext. 215 » Fax (201) 573-0639



the proposed SOP, we recommend the effective date be extended one year while still
encouraging early implementation. )

All other comments that we are making with regard to this proposed SOP are covered in our
responses to the specific questions that you posed. These questions and our responses follow:

Question 1:

Should the costs of computer software developed or obtained for internal use be recognized as
assets?

Yes.
Should entities have the option to capitalize or expense such costs?
No.
Do the benefits of reporting those costs as assets exceed the costs of such reporting?

Yes. If the amount is not significant to the organization, the effect of non compliance with
this proposed statement would not be material. If the amount is significant to the
organization, project management systems should already establish and track the direct
costs expended on such projects as part of the operating process. However, it should be
recognized that certain systems may not provide the necessary information to make
balance sheet entries and this proposed SOP may represent substantive additional costs to
the organization.

What are the costs of reporting?

This will differ from organization to organization based on the nature of the effectiveness
of the project management system in capturing the direct hours expended internally on
the project as well as direct outside costs.

Question 2:

The proposed SOP does not specify a maximum period for amortization or methods of
amortization. Should the SOP specify that amortization should not exceed a maximum period? If
so, why and what maximum period should be specified? ‘

Providing a specific maximum period would replace judgment with a specific number of
years, a practice that has not been the focus of accounting principles in the past. This
proposed SOP applies to various types of software, such as back office financial



applications and software directly generating revenue. This software will have widely
disparate need for periodic replacement and, thus, a wide range of estimated useful lives.

Furthermore, software technology has undergone significant change in the past decade
and software has a different average life today than it had ten years ago. Future changes
are expected to occur which may either shorten or lengthen software lives as more open
architectures increase transportability of software, while newer hardware provides
additional functionality and the need for new software. Therefore, establishing a
maximum life would require periodic updating. For these reasons, establishing a
maximum period is inappropriate.

Should the SOP require certain methods of amortization? If so, why and what methods should be
required?

There is a difference between this proposed SOP and FAS 86. FAS 86 requires
amortization of the greater of (i) an amount which is amortized relative to expected
revenues and (ii) straight line. This SOP simply requires a systematic and rational
method. Therefore, a company that develops and sells software and a company that
develops the same software but “sells” it as part of a service offering may be faced with
different accounting methods. The SOP is the more logical and preferable choice between
the two approaches as it places the responsibility on management to use a proper method;
however, it is appropriate to note its inconsistency with FAS 86 especially since many
companies which have capitalized in the past under FAS 86 would now have new
projects of a similar type being capitalized instead under this SOP.

Question 3:

Should impairment of internal-use computer software assets be recognized and measured in
accordance with FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets
and for Long-Lived Assets to Be Disposed Of? If so, does this proposed SOP provide sufficient
guidance for entities to recognize and measure impairment? If not, how should entities recognize
and measure the impairment of internal-use computer software assets?

FAS 121 should apply where it is appropriate. However, this proposed SOP does not
provide adequate guidance. It would appear there are at least two types of software
capitalizations that would occur under this SOP, each of which appears to create a
different issue in applying FAS 121:

(1) Certain capitalized software directly leads to revenue generation, either by providing
service revenues or as an integral part of a process producing a specific product for sale.
In these instances, the measurement of profit related to such revenues would form the
basis for a cost recovery review of the asset for impairment measurement purposes.

(ii) Other capitalization relates to the overall business, such as accounts payable or
management information reporting systems. These items are a basic part of the ongoing

S5



business. Impairment measurement would be analogous in these mstances to determining
impairment for the corporate office building.

Question 4:

This proposed SOP requires capitalization of certain costs of computer software developed or
obtained for internal use, provided that those costs are not research and development. However,
this proposed SOP does not require that an entity meet technological feasibility criteria (similar
to that established in FASB Statement No. 86, Accounting for the Costs of Computer Software to
Be Sold, Leased, or Otherwise Marketed) before it begins capitalizing qualifying costs. Should
an entity be required to meet technological feasibility criteria before it may begin capitalizing
the costs of computer software developed or obtained for internal use? Is so, what are those
criteria?

In today’s world of software technology and development methods, technological
feasibility as defined in FAS 86 is an outdated set of terms. While FAS 86 offered two
methods to establish such feasibility, neither appropriately addresses the issue in many
cases. Examples exist today of major software companies which capitalize no software
using the FAS 86 requirements to support the position that technological feasibility is not
achieved, in essence, until the final product is produced. Others choose to capitalize no
software because their process is not conducive to meeting the FAS 86 technological
feasibility criteria. On the opposite side of the fence, companies which provide data
‘processing services today have capitalized software under FAS 86, viewing such software
as “otherwise marketed as part of a product or process, whether internally developed and
produced or purchased”. Under this proposed SOP, these data processing companies
would now capitalize costs using the proposed SOP. Considering the above disparities
under FAS 86 compliance, extending FAS 86 methodologies to the proposed SOP is not
advisable. This proposed SOP, while not using technological feasibility, does establish
some practical standards for determining when it is appropriate to begin capitalization.

Question 5:

Is the proposed SOP too broad or too narrow in the kinds of costs that should be capitalized in
the measurement of internal-use computer software assets? Why? What costs should be included
or excluded?

The proposed SOP properly limits capitalization to direct costs for materials, services and
employees and excludes administrative and overhead costs. The capitalization of interest
costs, while supportable as a concept for long-lived assets that can have a long
development cycle, appears to be beyond the type of cost which users of financial
statements would expect to be capitalized. Where capitalizing financing costs of a
building during construction is very clearly demonstrable, interest cost related to payroll
and other direct costs (versus the use of the company’s equity) appears analogous to
overhead costs which are not capitalizable under the proposed SOP. For this reason, if



AcSEC can conclude that not capitalizing is not in conflict with FAS 34, we would
recommend that capitalization of interest be prohibited.

Question 6:

Does the SOP provide sufficient guidance to help entities determine whether computer software
is for internal use? Is this guidance appropriate? Why?

The proposed SOP does provide appropriate guidance through Appendix A. Any
responses to this exposure draft that indicate further guidance is meeded should be
addressed by appropriate additions or modifications to such appendix.

Question 7:

Software is sometimes developed or obtained for both internal use and external marketing. This
proposed SOP requires that if all characteristics for determining whether computer software is
for internal use are not met, the entity must account for the software in accordance with the
guidance in FASB Statement No. 86. However, some believe that an entity should follow both the
guidance in this proposed SOP and FASB Statement No. 86 when costs of computer software
relate to software that will be both used internally and marketed to others. They believe those
costs should be allocated between internal-use software and software to be marketed. Do you
agree with the approach in this proposed SOP that requires an entity to follow the guidance in
either this proposed SOP or FASB Statement No. 86, but not both?

Yes.

Question 8:

The proposed SOP provides guidance that distinguishes between computer software activities
that are upgrades or enhancements and activities that are maintenance. Is that guidance
operational? '

Yes.

*kokkokokk

We would be pleased to discuss our comments with you or your staff.

Sincerely,

%
L. Hal Rog¥ro,’Jr.
Chairman

10 Paragon Drive - Montvaie, New Jersey 07645-1760 - (800) 638-4427, Ext. 215
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April 4, 1997

Mr. Daniel Noll

Technical Manager

Accounting Standards

File 4262

American Institute of Certified Public Accountants -
1211 Sixth Avenue

New York, NY 10036-8775

Dear Sir:

We appreciate the opportunity to comment.on the exposure draft of the proposed
statement of position on the topic Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use. In general we applaud the attention being
given to the need to recognize the value of an element of intellectual capital that
will provide benefits in future periods as this proposal does. Issuance of the
statement would be another important step in the efforts of rule-making bodies to
ensure greater comparability in accounting by entities.

We offer the following comments on questions to which the Accounting Standards
Executive Committee requested replies:

1. We agree that the costs of computer software developed or obtained for internal
use should be recognized as assets. The key is whether they are expected to
provide economic benefit in future periods. No distinction should be made
between purchased software and internally developed software. Only the
expected future benefit should determine whether or not costs incurred
represent an asset.

2. We agree that the statement should not specify a maximum period for
amortization or methods of amortization. We are concerned that a maximum
period, if established, might become the standard. We believe that it is
preferable that management exercise judgment in this regard, much as is done
with a variety of other accounting estimates. b /
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3. We agree with the Committee’s specification of the kinds of costs that should be
capitalized. The proposed statement recognizes the major elements of cost that
contribute to the development of a useful asset while conservatively omitting
other categories of costs such as overhead for which allocations to software
development projects would be too arbitrary and, in our opinion, not relevant.

4. It is important to distinguish between software activities that are upgrades or

 enhancements and those that are maintenance. The clarification regarding
modification of software for the year 2000 as described in the footnote to
paragraph 24 is an important one.

Paragraph 10 states that accounting for costs of reengineering operations is not
included within the scope of the statement. We believe it would be beneficial if the
final document included a statement to the effect that such actvities are an ongoing
responsibility of management and that related costs, therefore, should be charged
against operations as incurred.

Sincerely,

hn F.
Controller

JFH:egk
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James S. Lusk, CPA Lucent Technologies Inc.
Vice President & Controller Room 6A-319
600 Mountain Avenue
Murray Hill, NJ 07974

Telephone 908 582 8560

April 4, 1997 ' Facsimile 908 582 2161

American Institute of Certified Public Accountants
Attention: Mr. Daniel Noll, Technical Manager
Accounting Standards, File 4262

1211 Avenue of the Americas

New York, NY 10036-8775

Re: Accounting for The Costs of Computer Software Deveioped or Obtained for
Internal Use

Dear Mr. Noll:

Lucent Technologies Inc. (Lucent) is pleased to submit its comments on the American
Institute of Certified Public Accountants’ (“AICPA”) Proposed Statement of Position
entitled Accounting for The Costs of Computer Software Developed or Obtained for
Internal Use (the “Exposure Draft”). Lucent is one of the world’s leading designers,
developers and manufacturers of telecommunications systems, software and products.
Lucent had total assets of approximately $23 billion as of September 30, 1996 and total
revenues of $23.3 billion for the twelve month period then ended.

On an overall basis, Lucent is not supportive of the issuance of a final Statement of
Position based on the Exposure Draft as presented in its current form. Lucent appreciates -
the AICPA’s effort in tackling this difficult issue and supports fully the need to establish
authoritative guidance to eliminate diversity in practice. The result, however, is an
Exposure Draft with conceptual merit but with uncertain benefits and substantial
implementation concerns.

By requiring the capitalization of eligible costs, Lucent believes that the AICPA has taken
an overly liberal stance on this software cost recognition issue. On the surface, computer
software costs for internal use seem to meet the characteristics of an asset as specified in
Statement of Financial Accounting Concepts No. 6 (“SFAC 6”). However, while the
capitalization of internal use software costs appears to have conceptual merit, there is a
clear distinction between “soft,” intangible assets and tangible assets. Tangible assets
typically have predictable lives and a relatively high degree of certainty regarding future
economic benefits. This is not necessarily true for intangible assets. In the specific case of
internal use software costs, the threat of obsolescence makes their future economic



benefits significantly more uncertain than those of tangible assets and their linkage to
related cash flows in future periods is arbitrary. '

There is also a clear distinction between software costs for internal use and software costs
that are capitalized under FASB Statement No. 86, Accounting for the Costs of Computer
Software to be Sold, Leased, or Otherwise Marketed (“Statement 86”). Software costs
under Statement 86 must pass stringent technological feasibility criteria and are tightly
linked with future revenue streams. Software costs for internal use, particularly the costs
of internally developed software, carry more risk and are not closely linked with future
revenue streams.

Lucent finds the guidance in paragraph 148 of SFAC 6 to be persuasive. That source
indicates that certain costs are properly recognized immediately as period costs when
other periods to which they may otherwise relate are indeterminable or impractical to
determine. We believe that internal use software fits in that category. Today, Lucent
expenses all costs associated with internal use software, except for purchased operating
system software which enables the hardware to function. We believe that immediate
expense recognition is prudent given the speed of technological change, uncertainties in
the realization of future economic benefits, and cost/benefit concerns. Alternatively, we
could accept standards that require expensing the costs of internal use software developed
internally while also requiring the capitalization of costs of purchased software.
(Purchased software carries somewhat less risk and uncertainty regarding future economic
benefits.) _ »

Because of this uncertainty as to the realization of future benefits, i.e., the possibility of
early obsolescence, coupled with implementation concerns (e.g., the need to introduce
expensive cost accumulation mechanisms), Lucent does not support this Exposure Draft.

If the AICPA ultimately decides to issue a Statement of Position based on the Exposure
Draft, we would like to offer the following comments/suggestions for your consideration:

o. The Exposure Draft provides that capitalization of costs should begin once an entity
has completed the R&D phase (i.e., the “preliminary project phase™) and will end when
substantially all testing is completed. This is significantly different than the start and
stop points stipulated in Statement 86 and would result in more costs being capitalized
for internal use projects versus those that will be externally marketed.

Under Statement 86, the FASB took a conservative position when it required that all
coding and testing activities be completed before an entity determines that the
software project is technologically feasible. Although the technological feasibility
concept is somewhat different under Statement 86 compared to internal use projects,
the development process is largely the same. In fact, it can be argued that there is
additional risk associated with internal development projects (e. g., migrating from a
centralized, mainframe general ledger system to a distributed, client server
architecture) compared to the development of a software product to be marketed.
Therefore, at a minimum, a similar degree of conservatism should be applied to the
internal development costs of internal use software. Put simply, costs should not be



capitalized if they are incurred prior to the point when the feambxhty of the software’s
use has been firmly established.

e We note that the Exposure draft does not address the costs of reengineering
operations or the costs of data conversion from old systems to new systems.
Reengineering costs can be very substantial and could include hardware/software
infrastructure costs in direct support of project developers, and process reengineering
costs that would not have been undertaken absent the internal use software
development project. Data conversion costs can take many forms. Querying historical
data in a general ledger system or reformatting/designating an existing account code
structure into a new environment represent two different types of conversions that
may require different accounting treatment. Depending on relevant facts and
circumstances, reengineering and data conversion costs can be viewed as integral parts
of the development project and would seem to be eligible for capitalization within the
program instruction stage. Accounting for the costs of reengineering operations and
data conversion should be addressed within the scope of this Exposure Draft.

e The Exposure Draft prescribes that impairment should be recognized and measured in
accordance with the provisions of FASB Statement No. 121, Accounting for the
Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of. If
capitalized under this Exposure Draft, Lucent concurs that internal use computer
software is a long-lived asset covered by FASB Statement No. 121. However, these
costs are somewhat different from the cost of typical, tangible long-lived assets
addressed in Statement No. 121. Contrary to software to be marketed externally, an
assessment of impairment will be extremely difficult because there would not be any
identifiable cash flows for specific internal use software assets. Accordingly,
impairment judgments would appear to be required at a much higher level, e.g., at an
operating unit basis, resulting in less frequent software write-offs. We don’t believe
that result is appropriate. This concern would be mitigated to some extent if internal
use software could not be capitalized until its technological feasibility had first been
established. Lucent recommends strongly that guidance for determining i mpaxrment of
internal use software be provided to avoid implementation problems.

o For purchased software, the Exposure Draft requires companies to estimate the
amount of the total cost attributable to training and maintenance components and to
exclude those amounts from capitalized cost. While this allocation concept is
consistent with the proposed Exposure Draft on Software Revenue Recognition, the
method is not the same. This Exposure Draft requires entities to estimate such costs
(presumably at management’s discretion) while the Exposure Draft on Software
Revenue Recognition requires the allocation of revenue to be based on the fair market
value of each element. Additional guidance in this area is required to avoid
inconsistent applications of the principles in this Exposure Draft.

Finally, comments were specifically requested on certain issues raised in the Exposure
Draft. While many of these issues were covered earlier, the following are responses to
those remaining issues that we have not specifically addressed:



e Should the SOP specify that amortization should not exceed a maximum period?
No. Although it may seem reasonable to place some limitation on the
amortization period, Lucent believes that this is an area that can be addressed
more appropriately by management judgment.

e Should the SOP require certain methods of amortization?
Keeping things simple, guidance could be provided as follows: “Capitalized
software costs should be amortized on a straight line basis , unless some other
method is clearly more appropriate.”

e Does the SOP prévide specific guidance to help entities determine whether computer
software is for internal use? _
Yes. The guidance is sufficient and the examples are helpful.

¢ Do you agree with the approach in this proposed SOP that requires an entity to follow
the guidance in either this proposed SOP or SFAS 86, but not both?
Yes. The guidance is relatively clear and will avoid the complexity and cost
associated with allocating the costs of individual projects between internal use
software and software to be marketed.

e Isthe SOP guidance operational that distinguishes between computer software
activities that are upgrades or enhancements and activities that are maintenance?
Yes. The guidance is clear and operational.

In summary, we agree that there is a need to establish uniformity with regard to financial
reporting of computer software costs for internal use. However, due to the typical high
degree of difficulty attributable to being able to attribute future economic benefits
associated with internal use software, we believe that the more appropriate treatment is to
expense the costs of all internal use software. We appreciate your consideration of the
points discussed in this comment letter. If you need any clarification, please feel free to
call me at (908) 582-8560 or Joseph Yospe at (908) 559-8094.

Thank you for your consideration of our comments.

Sincerely,

. Lusk
ice President & Controller



imarc U. Uken )
Chief Accounting Officer

NationsBank

NationsBank Corporation
100 N. Tryon Street

NC1 007-5704

Charlotte, NC 28255
704/386-8676

April 1, 1997

Mr. Daniel Noll

Technical Manager

Accounting Standards

File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Noll:

We appreciate the opportunity to comment on the exposure draft “Accounting For The
Costs Of Computer Software Developed Or Obtained For Internal Use” (the “proposed
SOP”). We are the nation’s fourth largest banking institution with assets of
approximately $227 billion. In the last five years, we have invested at least
$750,000,000 in computer software both developed internally and purchased from
thitd parties. We will continue to make significant investments in information
technologies, including computer software, as we build the nation’s preeminent
banking company by creating and acquiring new tools to more effectively and
efficiently deliver our products and services to our customers.

We object to the proposed SOP’s requirement that the costs of computer software
developed for internal use be recognized as assets. We believe computer software
developed internally or custom developed externally has a relatively short,
indeterminate life due to the rapid pace of change in computer hardware and software
technology and the rapid pace of change in products, services, competition,
government regulation, and even accounting standards. We also believe it is difficult, -
impractical, and sometimes impossible to distinguish between and separately account
for elements of a software project that are research and development or maintenance
related versus the creation of new functionality.- Finally, we believe the costs of
recognizing these assets, amortizing them, and evaluating their possible impairment
will exceed the value of any benefits that may be perceived.

Specific comments on issues as requested in the exposure draft are attached in the
appendix to this letter. '

We would be happy to discuss our views on this subject. If you wish to do so, call
‘Karin Hirtler-Garvey (704/388-3554) or Avery Munnings (704/388-6705), in our
Accounting Policy group.

Sincerely,

Mase o

Marc D. Oken



. Appendix

Accounting For The Costs Of Computer Software Developed Or Obtained For
Internal Use '

Comments on specific issues:

1. We do not believe the costs of developing or modifying software for
internal use should be recognized as assets, whether the work is done
internally or by external contractors or vendors. However, we believe the
costs of purchasing off-the-shelf, commercially available software could be
recognized as assets, just as we recognize as assets the costs of purchasing
items of computer hardware with similar costs and utility.

We believe that every software development project includes an element of
research and development, and that every software modification project
includes an element of maintenance. Those elements may be a large part of
the project. These elements should clearly be expensed as incurred.
However, isolating those elements and separately identifying the associated
costs is extremely subjective and often difficult, expensive, and sometimes
impractical.

We do not believe capitalization of software development or modification
'should be optional.

We believe the benefits of reporting eosts of developing or modifying software
are both small and of short duration while the costs of the reporting are
relatively high. The reporting costs include the cost of keeping records of
time spent on the project by various individuals, not all of whom are totally
dedicated to a single project, and the allocation of salary and related costs
based on each individual’s time and compensation rate. Since many software
modification projects are combined with maintenance activities and the mix
of costs range from nearly 100% maintenance to nearly 100% new ’
functionality or extended life, capitalization of only the cost of new
functionality or extended life will require capture and tracking of costs at a
sufficient level of detail to identify either maintenance components or
improvement components. We believe that required investments in new
project tracking systems combined with personnel and administrative
burdens associated with the cost accounting required do not justify the
benefits to be obtained when considering the short-lived nature of computer
software.

The benefit to a statement reader in knowing the amount of software assets
on the books is questionable especially since that information gives no insight
into the quality, utility, or efficiency of that software.



2. We believe that amortization should be over the expected useful life of
the software, using any of the methods commonly used to amortize or
depreciate comparable assets, such as furniture and equipment. We believe
that the determination of expected useful life requires the exercise of
judgment, and the result will vary between software packages depending on
a number of factors. Companies with similar software are likely to determine
different lives. Likewise, the choice of amortization method may vary
depending on the expected pattern of utilization or other factors that support
a particular pattern of expense recognition. We do not believe it appropriate
to impose an arbitrary limit on amortization period or to arbitrarily impose a
particular amortization method. It is this very subjectivity that makes us
oppose imposition of particular amortization periods or methods.

3. Unless a company has decided to take actions which may indicate
impairment of particular software, Statement 121 is ineffective in dealing
with impairment of software assets. The estimation of future cash flows, as
required by paragraph 6 of SFAS 121, requires combining the software asset
with an often-large number of other assets in order to reach a level at which
the cash flows from the group of assets is independent of the cash flows of
other assets. In our case, we are seldom able to do this at a level lower than
the entire asset group supporting a particular product or group of products.
In many cases, several products or groups of products share the use of a large
number of assets, including software, making it impossible to isolate cash
flows of an asset group even at the product or product group level. The result
is that SFAS 121 is unlikely to require a write-down of any of the assets that
are used to support one product or group of products unless the product or
product group is projected to be unprofitable over the long haul.

If we did determine that a software impairment had occurred, based on the
comparison of expected future cash flows with carrying value of the asset,
paragraph 7 of SFAS 121 requires write-down to fair value. However, fair
value, as defined in paragraph 7, may be the price at which the software
could be purchased currently, which often exceeds the carrying value of the
asset.

As a result, strict application of SFAS 121 would seldom if ever cause us to
write down a software asset.

We also believe that the proliferation of software assets that would result
from the proposed capitalization of all internal-use software would make it
difficult to determine whether or not all the software continues to be used,
and to have utility at least equal to that previously expected. As a result,
impairment of unused or underutilized software may not be detected.



- We believe that it is better to expense the software development and
modification projects than to place assets on the books that may not~b,e
charged to expense at a pace that at least matches their loss of utility. We
also believe that, if these assets are required to be recognized, a specific
procedure for evaluating and recognizing impairment for this type of asset
should be specified. We believe that procedure should be based on the
reduction in expected life, level of utilization, or effectiveness compared to the
original expectations. It should result in a write-off of a portion of the
carrying value proportional to the reduction in expected future benefits.

We believe that many software modification projects result in the’ :
impairment of assets that this SOP would have required to be recognized due
to earlier software development or modification projects. Many of the
modifications remove or replace functionality that was a part of an earlier
software development or modification project resulting in no further future
benefits resulting from the original cost of that portion of the earlier software
project. We believe the most practical way of addressing this is not to require
recognition of assets resulting from internal use software development or
modification projects. At a minimum, we should not be required to recognize
new assets resulting from software modification projects that remove or

. replace functionality of earlier versions of the software, even if those projects
add other functionality or extend the life of the software.

4. We agree with the limits on the beginning and end of cost
capitalization specified in paragraphs 20, 22, and 23 of the SOP.

5. . We object to the inclusion of interest costs, except where thereisa
specific borrowing to provide funding for a specific software project. Imputing
interest cost for routine software projects would be cumbersome and
misleading. Further, the capitalization of interest on routine software
projects is inconsistent with the guidance in paragraph 10 of SFAS No. 34,
“Capitalization of Interest Cost”, as amended.

We believe that the identification of payroll and payroll-related costs that are
incurred only for the portions of a software project that provides increased
functionality or longer life, and do not include maintenance activities, will be
cumbersome, highly subjective, and subject to abuse.

We agree with the exclusion of general and administrative costs and
overhead.

6. We believe the guidance in paragraphs 11-15 and Appendix A is
appropriate and sufficient, and agree with AcSEC’s basis for so concluding.



7. We agree with the approach in the proposed SOP, but disagree with
the content of the guidance if the proposed SOP is applied.

8. The guidance on distinguishing between upgrades and maintenance is
very general, but clear. However, we believe that in practice it is very
difficult to isolate those activities that produce extended life, new
functionality, or other increased utility from those that merely keep the
software up to date and correct errors. Elements of both are present in
virtually every project. We also believe it is difficult to make accurate
allocations of the project cost between the upgrade/enhancement element and
the maintenance element.



WMX Technologies, Inc.

3003 Butterfield Road Phone 708.572.8800 Thomas C. Hau
Oak Brook, IL 60521 Vice President and Controller

April 7, 1997

Mr. Daniel J. Noll, Technical Manager
Accounting Standards, File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

RE: File 4262, Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use

Dear Sir:

We appreciate the opportunity to comment on the proposed Statement of Position “Accounting
for the Costs of Computer Software Developed or Obtained for Internal Use” (the “SOP”). We
believe the SOP is conceptually sound and that its issuance will improve consistency and
comparability in the accounting and disclosure of what is becoming an increasingly important
asset for most companies. We: support its issuance in accordance with the Exposure Draft.

Our response to each of the eight issues included in the covering memorandum are contained on
the following pages. We appreciate the opportunity to comment on the Exposure Draft and the
AICPA’s consideration of our views.
Very truly yours,

TECHNOLOGIES, INC.

Thomas C. Hau
Vice President & Controller

TCH/ph

Prnted on recycied paper



Attachment’to WMX Technoiogies, Inc. Comment Letter dated April 7, 1997

QUESTION 1: Should the costs of computer software developed or obtained for internal use be
recognized as assets? Should entities have the option to capitalize or expense such costs? Do
the benefits of reporting those costs as assets exceed the cost of such reporting? What are the
costs of reporting?

RESPONSE: We believe that computer software developed or obtained for internal use should
be recognized as assets. 'We believe such accounting should be required and not optional for the
reasons set forth in paragraph 60. We believe that little or no incremental cost will be incurred in
implementing the SOP as large software development projects are likely already controlled by a
project cost accounting system and thus the information will already be available. Items below the
scope which would require tracking through a project management system would likely be
immaterial and would be expensed under the SOP.

QUESTION 2: The proposed SOP does not specify a maximum period for amortization or
methods of amortization. Should the SOP specify that amortization should not exceed a
maximum period? If so, why, and what maximum period should be specified? Should the SOP
require certain methods of amortization? If so, why, and what methods should be required?

RESPONSE: We agree with the conclusions of paragraph 75. As with any other fixed asset, the
company is in the best position to determine the useful life and the method of amortization which
best fit its own circumstances.

QUESTION 3: Should impairment of internal use computer software assets be recognized and
measured in accordance with FASB Statement No. 121, “Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to be Disposed Of’? If so, does this proposed
SOP provide sufficient guidance for entities to recognize and measure impairment? If not, how
should entities recognize and measure the impairment of internal use computer software assets?

RESPONSE: Since FASB Statement No. 121 is the only impairment guidance currently in the
authoritative literature, we support its use in determining impairment for computer software as .
with other long-lived assets. Measuring impairment of an asset with no directly related cash flow
will require substantial judgment, but the conceptual approach is valid.

QUESTION 4: Should an entity be required to meet technological feasibility criteria before it
may begin capitalizing the costs of computer software developed or obtained for internal use? If
so, what are those criteria?

RESPONSE: We agree that technological feasibility is a concept appropriate to an inventory
model and should not be applicable to the SOP. There is presumably an inherent benchmark in
the development of internal use software that will result in management’s abandoning a project
and expensing any costs incurred if it is concluded that the sofiware will not achieve the desired
result.



QUESTION §: Is the proposed SOP too broad or too narrow in the kinds of costs that should
be capitalized in the measurement of internal use computer software assets? Why? What costs
should be included or excluded?

RESPONSE: While there may be some costs that would effectively be capitalized in the case of
purchased software, because they would be implicitly included in the purchase price, but excluded -
under the guidance of the SOP, we do not believe that this is a significant flaw in the proposed
SOP. We believe the proposed SOP appropriately sets forth the types of costs to be capitalized.

QUESTION 6 : Does the SOP provide sufficient guidance to help entities determine whether
computer software is for internal use? Is this guidance appropriate? Why?

RESPONSE: We believe the guidance in the proposed SOP is sufficient, particularly considering
the examples provided in Appendix A. For most entities, we do not see this as a difficulit call.
The provisions of paragraph 33 and the requirements of paragraphs 11 through 14 (see Question
7 below) should be helpful in mitigating the impact of any inconsistency between entities in this
area.

QUESTION 7: Do you agree with the approach in the proposed SOP that requires an entity to
Jfollow the guidance in either this proposed SOP or FASB Statement No. 86, but not both? If not,
how should those costs be allocated?

RESPONSE: We agree that an entity should follow the guidance in either the SOP or the FASB
Statement, but not both.. This is consistent with the differing objectives of the two documents.
Again, we believe that the requirements of paragraph 33 will mitigate any differences and that the
proposed SOP is considerably more practical than a requirement to allocate costs between
software that is both used internally and marketed externally.

QUESTION 8: Is the guidance that distingi:ishes between computer software activities that are
. upgrades or enhancements and activities that are maintenance, as provided by the SOP,
operational? '

RESPONSE: We believe that the guidance provided by the SOP is sufficient. For most entities,
we do not believe that this distinction will be any more difficult than distinguishing between
capitalized repairs and ordinary maintenance for any other long-lived asset.

......................................................................................................................................................

In addition to our response to the foregoing questions, we wish to acknowledge with thanks the
provisions of paragraph 34 that the SOP does not require any new disclosure.



Author: MIME:Mike Kolesar@gigaweb.com at INTERNET

Date: 4/11/97 4:41 PM

Priority: Normal

TO: Daniel J. Noll at AICPA3

Subject: Re: Internal Use Software

------------------------------------ Message Contents ------c-cmmm e

Enclosed is my letter of comment. The enclosed file was originally prepared
in .

Word 7.0 for Windows 95 and this version has been saved as a Word Perfect 5.1
for Windows 3.1. I hope that some of the formatting is not lost in the
traslation and transmission. I will send hard copy through the regular mail
if

you desire it. Please ' advise at your convenience.

Sincerely,
Michael J. Kolesar
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Michael J. Kolesar o
35 Park Avenue :
Ardsley, NY 10502 :
(914) 693 - 6485
MicKolesar@aol.com

April 11, 1997

Mr. Daniel Noll

Technical Manager Accounting Standards
File 4262

AICPA

1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Noll:

| would like to thank you, the AICPA, and the Accounting Standards Executive Committee for the
opportunity to submit some comments on the proposed Statement of Position ( “SOP” ) Accounting
for the Costs of Computer Software Developed or Obtained for Interal Use.

Should the costs of computer software developed or obtained for internal use be recognized as
asseis? Should entities have the option to capitalize or expense such costs?

| believe that computer software should qualify for recognition as an asset, but entities should have
the option to capitalize or expense such costs. As the document indicates in the Introduction and
Background, over the last few years diverse practices have evolved. Existing requirements
regarding disclosure of accounting policies would appear to have required entities to include this in
their financial statements, but it appears that very few do. | believe that maintaining the consistency
of an entity’s prior practice and requiring disclosure of its policy is preferable to requiring
capitalization and possibly changing an entity’s practice compared to prior financial statements.

Why require capitalization now ?

While | recognize that some will argue that allowing entities the option to capitalize these costs will
detract from consistency among entities, existing practice today in a number of far more important
items detracts from true consistency among entities. For exampie, generally accepted accounting
principles permit a number of varying cost assignment bases for the purpose of valuing inventories,
among them, LIFO, FIFO, weighted-average cost, and specific identification.

Do the benefits of reporting those costs as assets exceed the costs of such reporting ?
| have no basis on which to offer a comment.
Should the SOP specify that amortization should not exceed a maximum period ?

No, the accounting model has and will continue to require preparers to use their professional
judgment and make estimates in a number of areas.

Should the SOP require certain methods of amortization ?

No, this asset, if capitalized, is no different than other types of assets where generally accepted
accounting principles permit various methods, subject to their disclosure. As with other assets
subject to periodic amortization, disclosure, while beneficial, will not at the present level of detail
enable a user to create a completely accurate comparison among entities using different methods or
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lives.

Should impairment of internal-use computer software assets be recognized and measured in
accordance with FASB Statement No. 121, Accounting for the Impairment of Long-lived Assets
and for Long-lived assets to Be Disposed Of ?

Yes.

If so, does this proposed SOP provide sufficient guidance for entities to recognize and measure
impairment ?

Yes.

Should an entity be required to meet technological feasibility criteria before it may begin
capitalizing the costs of computer software developed or obtained for internal use ?

No. If an objective of this SOP is to increase the consistency of application of some principles, then
adding this requirement will only give entities great latitude in defining “technological feasibility”
which in turn will enable those entities that wish to present a “conservative” statement of financial
position and results of operations to expense considerably more than some other entity.

Is the proposed SOP too broad or too narrow in the kinds of costs that should be capitalized in
the measurement of intemal-use computer software assets ? Why ? What costs should be
included or excluded ?

| believe that reasonable professionals may have widely different views about what should be
capitalized. | believe that incremental costs, including some that the proposed SOP might consider
general and administrative, should be included as long as the costs of capturing these are not
burdensome. It is not clear from the proposed SOP wording whether travel expenses would be
capitalizable. In general, if any “allocation” is required, (i.e. rent, or other occupancy costs), then |
would exclude these, whereas there are some general and administrative that may be truly
incremental, (i.e., telephone or communications costs), that should be included. As in all cases, the
overall materiality would also be a factor.

Does the SOP provide sufficient guidance to help entities determine whether computer software
is for internal use ?

Yes, the guidance is adequate and again some professional judgment will be required and aithough
there may be some abuses.

Do you agree with the approach in this proposed SOP that requires an entity to follow the
guidelines in either this proposed SOP or FASB Statement No. 86, but not both ?

Yes.

The proposed SOP provides guidance that distinguishes between computer software activities
that are upgrades or enhancements and activities that are maintenance. Is that guidance
operational ?

As in many other areas of accounting, reasonable individuals may reach far different conclusions
based upon the guidance provided. Specificaily | would like to address the so called “Year 2000”
(“Y2K") issue facing users of software. Using the definition in the proposed SOP and FAS 86, |
would conclude that Y2K costs should be capitalized because such efforts will unquestionably extend
the useful life and functionality of something that may-otherwise cease to function after

December 31, 1999. To imply that Y2K costs are “routine” maintenance would, in my view, indicate
that the Committee believes that internal use software has a very long life and should be created to



address all contingencies. In many instances entities addressing the Y2K issue are doing so by
reengineering their systems and a categorical prohibition would appear unreasonable. However, this
point of view and interpretation appears to conflict with the pronouncement of the Emerging Issues
Task Force 96-14 (“EITF") of the FASB, although | hope that this was a temporary position pending
the final issuance of this proposed SOP.

The accounting model already provides for similar treatment, that is capitalization of major costs that
extend the life of an asset, so with respect to Y2K efforts, | see no difference.

In addition, the reaffirmation of the EIFT’s position that Y2K costs must be expensed may in my
view encourage entities to explicitly seek to purchase new software that address this issue, and
presumably therefore capitalize such costs rather than possibly seeking to address the matter
intemally and possibly more efficiently. | believe that it would be unfortunate, but probably not the
first time that an accounting pronouncement from some portion of the recognized profession resulted
in possible uneconomic activities to achieve some sought after “accounting” answer, i.e.
capitalization of costs and deferral of expenses to future periods.

One area that the SOP does not specifically address is the accounting for upgrades by the aéquin'ng
entity. Upgrades may be acquired through either “maintenance” agreements or outright specific
acquisition, predominantly in the personal computer market.

Guidance in the proposed SOP should address whether upgrades acquired as part of a
“maintenance” agreement should be capitalized, which would require an allocation and deferral of a
portion of the “maintenance” costs.

The example and discussion that follow are provided to show that a number of alternatives exist with
respect to outright specific upgrade acquisitions and, if an objective of this proposed SOP is
consistency, then some guidance would be helpful.

Assumed Facts: An entity acquires internal use software on January 1, X1 for $ 500 and assigns an
estimated useful life of 5 years. On January 1, X3, the entity acquires version 2 of this same
software for $ 100, with an expected useful life of 5 years. The purchase price of the upgrade is only
available if an entity has the prior version. A new version of the latest release is available for $

550.
~What is the recommended accounting in years X3, X4, X5, X6, and X 7 ?

Option A Write-off the unamortized balance resultmg from the initial acquisition and amomze the
upgrade over its estimated useful life of 5 years.

Option B Amortize each of the respective pieces over their estimated useful lives.

Option C Combine the two acquisitions and amortize over the remaining life of the original software
acquisition.

Option D Combine the two acquisitions and amortize over the expected life of the upgrade.



First, the following is a numerical summary of the different treatments.

Charged to operations

X3 X4 X5 X6
Option A 320 20 20 20
Option B 120 120 120 20
Option C 133 133 134 -
Option D . 80 80 80 80

It appears that the results offer a range of potentially materially different answers. The arguments for /
against each treatment include the following:

Option A

For The original purchased software is obsolete as evidenced by the upgrade and has no remaining

value.
Against The original code is a part of the remaining software package in total and has not lost its
remaining value, but has been enhanced by the upgrade.

Option B

For The upgrade while enhancing the original code does not extend the useful life of the original
component, but has a unique life of its own.
Against The upgrade does not function on its own.

Option C

For The upgrade and the original code are completely linked and integrated, but the upgrade does
not extend the original component’s useful life.
Against The upgrade and original are separate acquisitions and should be viewed as such.

Option D

For The upgrade and the original code are completely linked and integrated, and extend the useful
life of the new combined code.
Against The upgrade and original are separate acquisitions and should be viewed as such.

| believe that Option D is the preferable aitemative and some statement or example to that effect
somewhere in the final SOP or an appendix thereto would be beneficial.

If you or any member of the Committee desires any amplification or clarification of any portion of the
contents, | would be pleased to respond. | would like to thank you again for this opportunity to have
my thoughts, views and questions considered by the Committee. .

Very truly yours,



Companies.Lp

G. Neal Ryland
e Presoert April 9, 1997

Mr. Daniel Noll

Technical Manager

Accounting Standards, File 4262
AICPA

1211 Avenue of the Americas
New York, NY 10036-8775

Dear Mr. Noll:

I am writing to express my concern and that of New England Investment Companies, L.P. related
to the Exposure Draft of a Proposed Statement of Position prepared by the Accounting Standards
Executive Committee (AcSec) of the American Institute of Certified Public Accountants
(AICPA) entitled “Accounting for the Costs of Computer Software Developed or Obtained for
Internal Use” dated December 17, 1996.

New England Investment Companies, L.P. strongly opposes the accounting treatment set forth in
the Exposure Draft. The proposed accounting, which mandates the capitalization of internally
developed software costs, introduces an element of subjectivity that is not present under current
accounting practices whereby costs associated with internally developed software are expensed.

Under the proposed accounting rules, management judgment becomes the key determinant in
assessing when capitalization should commence or halt, the length of the asset’s useful life and if
asset impairment has occurred. The interpretation of these questions will create an environment
in which capitalization policies may vary considerably from entity to entity, thus distorting
current earnings, creating soft assets on the balance sheet and overstating an entity’s net worth.

Besides introducing more subjectivity to current accountmg practices, there are other sxgmﬁcant
issues created by thls Exposure Draft.

The matching concept requires that expense recognition occur when the actual benefits or
revenues are realized. Capitalization of internally developed software will cause
inconsistencies in matching revenues with expenses. Internal use systems do not always
clearly demonstrate a direct, measurable benefit. Certain benefits, like enhanced customer
satisfaction or an improved workplace environment, are intangible and difficult to measure.
- Valuing and matching these types of benefits with the related expenses will be difficult and
subject to interpretation. ‘
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Mr. Daniel Noll
Page Two
April 9, 1997

e The ability to efficiently develop software varies from company to company, application by
application. There is no assurance that products developed for similar end-use with similar
functionality will have comparable capitalized values. Accordingly, companies which
develop the same product but at significant cost differentials will have the same asset
recorded but at different values.

e The accounting requirements related to tracking project component development costs could
be cumbersome and labor intensive. Tracking each project component against the various
stages of development and determining when costs associated with each component are
capitalizable could be a significant accounting burden. The incremental costs incurred vs. the
benefits derived warrant additional consideration.

e The Exposure Draft could result in adverse tax ramifications should the IRS choose to adopt
the AICPA’s recommendations.

Based on the comments highlighted above, the Exposure Draft failed to achieve its purpose,

greater consistency in the accounting for software. As such, the current generally accepted

accounting practice which expenses all internally developed software costs is the only

accounting practice which promotes consistency in accounting from entity to entity.
Sincerely,

At

G. Neal Ryland

n:\gmm\gnr\cpexdraf.doc



- Medtronic, Inc.
MEdlronlc 7000 Central Avenue, N.E.
Minneapolis, MN 55432-3576

April 7, 1997 Telephone: (612) 574-4000
Cable: Medtronic Telex: 29-0598

Mr. Daniel Noll

Technical Manager

American Institute of Certified Public Accountants
Accounting Standards, File 4262

1211 Avenue of the Americas

New York, New York 10036-8775

Re: Proposed Statement of Position “Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use”

Dear Mr. Noll:

In response to the Proposed Statement of Position “Accounting for the Costs of Computer
Software Developed or Obtained for Internal Use” please consider the following views
regarding some of the issues presented in the “Areas Requiring Particular Attention by
Respondents” section of the proposed statement.

Issue 1: “Should the costs of computer software developed or obtained for internal
use be recognized as assets? Should entities have the option to capitalize or expense
such costs? Do the benefits of reporting those costs as assets exceed the costs of such
reporting? What are the costs of reporting?” Currently, software costs are making up
a more significant portion of total computer systems costs, as compared to hardware
costs. This trend is the exact opposite of the cost composition between hardware and
software costs of several years ago. In addition we believe current accounting practices
for internal use software are diverse as a result of a lack of authoritative guidance related
to internal use computer software.

In general and from a theoretical standpoint we agree with the AcSEC’s conclusion, as
stated in paragraph 56 of the proposed statement, that the costs of computer software
developed or obtained for internal use are specifically identifiable, have determinate lives,
are related to probable future economic benefits (FASB Concepts Statement No. 6) and
meet the recognition criteria of definitions, measurability, relevance, and reliability (FASB
Concepts Statement No. 5). :

In addition, we believe entities use software for the same purposes as they use other long-
lived assets: to reduce costs, to operate more efficiently, to improve internal controls, to
service customers better, and to gain competitive advantages. As the business environment
continues to move farther away from the industrial age and further into the information
age, we believe our computer software is as important, if not more important in some
instances, as our other assets currently recorded in property, plant and equipment.



We believe that the ability of a financial statement user to compare financial information
between enterprises is a crucial objective of generally accepted accounting principles.
Hence, we agree with the AcSEC’s conclusion in paragraph 60 that entities should not
have the option to expense costs of computer software developed or obtained for internal
use, unless the dollar amounts involved are clearly immaterial to the entities financial
statements. We agree with the AcSEC’s conclusion in paragraph 78 of the proposed SOP
that states an entity can best determine the materiality thresholds to determine when an
entity should follow the guidance in this SOP. We believe that entities should have the
ability to immediately expense the costs of immaterial computer software projects, as
considered both individually and in the aggregate, as the administrative costs related to the
accounting and tracking for such minor computer software projects are greater than the
benefits derived.

We believe that the benefits of reporting the costs of computer software developed or
obtained for internal use clearly exceed the costs of such reporting. We anticipate such
costs could be tracked and recorded for the most part within our existing construction in
progress and fixed asset reporting systems. However, some modifications to existing
systems would be required to allow us to more efficiently monitor and capture within the
CIP project system internal payroll and payroll-related costs for employees who are
directly associated with and who devote time to the internal use software project.

Issue 2: “Should the SOP specify that amortization should not exceed a maximum
period? If so, why, and what maximum period should be specified? Should the
SOP require certain methods of amortization?” We agree with the AcSEC that a
stated maximum amortization period in the SOP is not required. We believe that
individual entities are in a better position to estimate the useful life of the software and
that entities should consider the effects of such things as obsolescence, technology,
competition and other economic factors. We would generally expect this useful life
amortization period to be the shorter of the useful life or five years and would generally
use the straight line method of amortization. While we agree with paragraph 32 of the
proposed SOP that amortization should begin when the computer software is ready for its
intended use, we would anticipate that for a worldwide computer software project, such
as a roll out of a general ledger system on a worldwide basis, would be amortized
beginning in stages, over the useful life of the software, as the computer software is ready
for its intended use in each individual country.



Issue 3: “Should impairment of internal-use computer software assets. be recognized
and measured in accordance with FASB Statement No. 121 Accounting for the
Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of? If
so, does this proposed SOP provide sufficient guidance for entities to recognize and
measure impairment? If not, how should entities recognize and measure the
impairment of internal-use computer software assets?” We believe that SFAS No.
121 provides sufficient guidance with regards to recognizing impairment of previously
capitalized internal-use computer software costs. Paragraph 7 of SFAS No. 121 states
that “an impairment loss recognized in accordance with paragraph 6 shall be measured as
the amount by which the carrying amount of the asset exceeds the fair value of the asset.
The fair value of an asset is the amount at which the asset could be bought or sold in a
current transaction between willing parties, that is, other than in a forced or liquidation
sale.” We believe the use of available market values, or market values for similar assets
would be most helpful in estimating the fair value of an asset in question. As an
alternative, we do not believe it would be appropriate nor feasible to attempt to estimate
fair value by calculating the present value of future cash flows related to the software
based on a discount rate commensurate with the risks involved. After an impairment write-
down is recognized, we agree that the reduced carrying amount of the asset should be
accounted for as its new cost over the remaining useful life of the asset in accordance with
paragraph 10 of SFAS No. 121.

Issue 4: “Should an entity be required to meet technological feasibility criteria
before it may begin capitalizing the costs of computer software developed or
obtained for internal use?” We agree with the AcSEC’s conclusion in paragraph 45 of
the exposure draft SOP that the technological feasibility criteria in FASB Statement No.
86 “Accounting for the Costs of Computer Software to Be Sold, Leased or Otherwise
Marketed” relates to software that will be sold, leased or otherwise marketed as a separate
product or as a part of a product or process. We believe that the technological feasibility
criteria should not be required if no plans exist to market the software externally, and that
internal use computer software should be capitalized based on accounting principles
similar to those for property, plant and equipment and other long-lived assets. We believe
that should it be concluded at any time during the software project that it is no longer
probable that the software being developed will be completed and placed in service, any
previously capitalized costs should be recorded at the lower of carrying amount or fair
value, if any, less costs to sell, in accordance with SFAS No. 121.



Issue 5: “Is the proposed SOP too broad or too narrow in the kinds of costs that
should be capitalized in the measurement of internal-use computer software assets?
Why? What costs should be included or excluded?” Overall, we believe that the
proposed SOP does a good job of defining the types of costs that can be capitalized and
those that should be expensed. One exception relates to capitalized interest. Due to the
cost/benefits relationship and the anticipated immaterial amount of interest cost incurred
while developing most internal-use computer software, we do not agree that it is beneficial
to capitalize interest in the costs of computer software developed or obtained for internal
use. We agree that excluded items should include such things as G&A costs, overhead
burden costs, minor upgrades and enhancements, software maintenance and support fees,
training costs, user manuals and other technical software instructional aids, costs of
software used in R&D activities and external and internal costs specifically associated with
modifying internal use software for the year 2000. In addition, we believe that personal
desktop software such as Windows 95, Excel, Office 97, etc. should not be capitalized
even if it meets the capitalizable costs criteria of paragraph 26 of the proposed SOP since
such software usually has a very short useful life. We also noted that the proposed SOP
does not address perpetual software licenses. Such agreements allow a company to buy
the right to use the software while the vendor maintains ownership of the software. We
believe that such costs should be capitalized as well, and amortized over the length of the
license agreement.

Issue 6: “Does the SOP provide sufficient guidance to help entities determine
whether computer software is for internal use?” We believe that paragraph 11 of the
proposed SOP and the Appendix A examples clearly help define the characteristics of
internal use software. 1) The software is acquired, internally developed, or modified
solely to meet the entity’s internal needs and 2) during the software’s development or
modification, no plan exists to market the software externally. We agree with paragraph
33 of the proposed SOP that states any proceeds received from the sale of computer
software originally developed or obtained for internal use should be applied against the
carrying amount of that software and that no profit should be recognized until aggregate
proceeds from sales exceed the carrying amount of the software.

Issue 7: “Do you agree with the approach in the proposed SOP that requires an
entity to follow the guidance in either this proposed SOP or FASB Statement No. 86,
but not both?” We agree that entities may develop computer software for internal use
and may also plan to sell, lease, or otherwise market the same software to recover some
costs. However, we agree with the AcSEC’s conclusion in paragraph 38 that it would be
difficult and most likely impractical to allocate such costs between internal use software
and software to be marketed. Hence, we believe that if the software is developed by that
entity and is intended for eventual sale, lease, or other marketing, it should be subject to
the guidance of SFAS No. 86. However, we do feel that an entity should be allowed to
follow the added guidance in this proposed SOP as well. Particularly the additional
guidance provided in paragraphs 41 and 42 that may help entities determine whether the
specified computer software is for internal use and subject to the SOP or “part of a
product or process” and subject the to accounting requirements of SFAS No. 86.



Issue 8: “The proposed SOP provides guidance that distinguishes between computer
software activities that are upgrades or enhancements and activities that are
maintenance. Is that guidance operational?” We agree with the AcSEC’s conclusion
in paragraph 63 that the costs of significant upgrades and enhancements to internal-use
software should be capitalized if it is probable that those expenditures will result in
significant additional functionality. We believe this significant additional functionality
would be supported by an expected extension of the useful life and an improved efficiency
to the original product.

Other Issues:

Paragraph 36 of the proposed SOP states that “costs incurred prior to the initial
application of this SOP, whether capitalized or not, should not be adjusted to the amounts
that would have been capitalized had this SOP been in effect when those costs were
incurred”. We want to acknowledge our agreement with this requirement as we believe
the costs required to accumulate the necessary level of detailed information for such a
restatement process are significantly greater than the perceived benefits of such disclosures
to the readers of the financial statements. However, we do agree with the AcSEC that
costs capitalized before the application of this SOP should be subject to the impairment
and amortization provisions of this SOP.

In summary, we agree with the majority of guidance and conclusions reached by the
AcSEC as described in the proposed SOP and we appreciate your efforts to provide
additional authoritative guidance related to internal use computer software. We
appreciate your consideration of our views and comments on this very important subject
and welcome any questions or comments you may have.

Sincerely,

Gary L. Ellis

Vice President Senior Vice Presideht

and Corporate Controller and Chief Financial Officer

j:sopreply.doc



Stanford University

OFFICE OF THE CONTROLLER

April 11, 1996

Daniel Noll, Technical Manager
Accounting Standards, File 4262
AICPA

1211 Avenue of the Americas
New York, NY 10036-8775

Dear Mr. Noll:

In response to our review of the exposure draft for the proposed Statement of Position (SOP),
Accounting for the Costs of Computer Software Developed or Obtained for Internal Use. we noted two
areas of concem.

Our first concern pertains to the preliminary project stage. As the cumrent exposure draft reads,
conceptual formulation, design, and testing of possible internal-use computer software project
alternatives are excluded from costs being capitalized as a long-lived asset. These costs are
considered research and development. The preliminary project stage of intemal-use software is an
essential stage in selecting and developing an appropiate software prototype for an entity’s needs. By
excluding these costs from the amounts qualifying for capitalization, entities may rot be encouraged to
find the best possible prototype for their needs. This may result in further delays and additional costs
to the project at later stages in the computer software development, which may have been avoided if
more time were spent in the preliminary project stage.

One possible alternative in keeping a reasonable amount of the “research and development” costs in the
preliminary project stage is to have management monitor the accumulation of project development
costs. If these costs plus the expected costs to be incurred in other stages of development
significantly exceed the amount originally expected to develop the intemnal-use software, then the
recoverablity of the carrying amount of the asset should be assessed in accordance with the provisions
of FASB Statement No. 121, Accounting for the Impairment of long-Lived Assets and for Long-Lived
Assets to Be Disposed Of. Professional judgement should be used to evaiuate reasonableness.
Estimates should consider the current market costs to purchase and install software.

The second concem relates to training costs. Under the current exposure draft, training costs should
not be capitalized as costs of internal-use software. Training an entity’s personnel as to how to use the
intended internal-use software is a critical step in the success of the software. The Accounting
Standards Executive Committe (AcSEC) states that training is thought to have an indeterminate life.
However, the initial training appears to correspond with the life of the asset as the intformation on use of
the software is disseminated during the life of the asset. Proper training is an integral part of a new
system. Viewed in this context, training is to system implementation as preparation of iand would be
toward its intended use. The latter is capitalized thus the former should be also.

When deciding whick: costs to include and exclude for capitalization of internal-use software it seems
appropriate to include types of costs that are included in the purchase price of software from an external
vendor, a long-lived asset. It is typical that both the conceptual formulation, design and testing, and
the initial training costs are included in the purchase price. In order to compare the cost of purchasing
new software versus the development of intemal-use software it is necessary to maintain similar
treatment of costs included in the price of the software. Thus it appears reasonable that these cost
should be included in the amounts to be capitalized for internal-use software.

Sincerely, )
% . )/(/1 7 x<e éf/& el a_

. Suzanne/Cdlandra
ntroller

857 Serra Street
Stanford, CA 94305-6200



BARRON'S DOW JONES & COMPANY, INC.

- Publishers

200 LISBERTY STREET-NEW- YORK, N, Y. 10281

KATHRYN M. WELLING
ASSOCIATE EDITOR

April 3, 1997

Mr. Don Noll

Technical Manager

AICPA

1211 Avenue of the America
New York, NY 10036-8775

Dear Mr. Noll:

As a constant user of financial reports and
frequent interpreter of same for our investment-
oriented readership, I applaud the FASB’s proposed
standardization of corporate reporting of software
development costs.

But, please, make sure you do a complete job by
also mandating adequate disclosures to inform
investors that the accounting change is responsible
for changes in reported earnings -- including the
dollar amount of any such earnings enhancement or
decline.

Regards,

KMW:la



EEE EADOWBROOK

INSURANCE GROUP

April 2, 1997

Mr. Daniel Noll, Technical Manager

Accounting Standards , File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Mr. Noll,

Meadowbrook Insurance Group, Inc. (the Company) generally supports the Accounting Standards
Executive Committee’s (AcSEC) Exposure Draft of the Proposed SOP “Accounting for the Costs of
Computer Software Developed or Obtained for Internal Use”, however we would like to comment on the
following issues: “ Should the costs of computer software developed or obtained for internal use be
recognized as assets?” “ Should entities have the option to capitalize or expense such costs?” “Do the
benefits of reporting theses costs as assets exceed the costs of such reporting?” “What are the costs of
reporting?” These items are outlined in paragraphs 50-67 of the exposure draft.

The Company agrees that costs of computer software developed or obtained for internal use should be
allowed to be capitalized, however we do not agree that this should be a requirement, as outlined in
paragraph 60. By requiring companies to identify such costs and capitalize them, it takes away an
entity’s choice to be conservative and expense these costs as incurred. In many cases, the use of internal
resources for identifying and reporting such costs for capitalization could outweigh the benefits of the
additional value of information. For example, the effort involved in the accurate tracking of time spent by
employees involved in software development and the allocation of these employees salaries and benefits
may not be justified by material dollars. In addition, once these costs have been capitalized, entities must
constantly monitor these assets for impairment. In conclusion, we believe it should be management’s’
individual choice whether to go through the time and expense involved in capitalizing these costs and
monitoring for impairment or just to expense these costs as incurred.

Sincerely,

R N

Suzanne R. Vahratian, CPA
Senior Financial Analyst

Star Insurance Company ¢ Savers Property & Casualty Insurance Company ¢ American Indemnity Insurance Company, Ltd. %
26600 Telegraph Road * Southfield, Ml 48034-2438 « 810-358-1100 » 800-482-2726  Fax 810-358-1614 NYSE
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Telephone: (913) 624-3707
Fax: (913) 624-3670

John P. Meyer
Senior Vice President & Controller

April 11, 1997

Mr. Daniel Noll

Technical Manager, Accounting Standards

File Reference No. 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

RE: Exposure Draft of a Proposed Statement of Position - Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use

Dear Mr. Noll:

Sprint Corporation (Sprint) is pleased to have the opportunity to comment on the Exposure Draft of the
Proposed Statement of Position, “Accounting for the Costs of Computer Software Developed or Obtained
for Internal Use” (SOP). Sprint is a global communications company at the forefront in integrating long
distance, local and wireless communications services, and is the leader in advanced data communications
services. Sprint has $14 billion in annual revenues, $17 billion in assets and serves more than 16 million
business and residential customers.

We concur with the Accounting Standards Executive Committee (AcSEC) conclusion that costs of
computer software developed or obtained for internal use should be recognized as assets. Software is swiftly
becoming one of the most critical, and financially significant assets for many industries as they become less
reliant on traditional hardware assets. Particularly in the telecommunications industxy there is an
increasing reliance on software to provide additional feature-enriched services (e.g. voice mail, call
forwarding, and caller ID) beyond the traditional capabilities of a network switch. Additionally, software
can be utilized to enhance the performance of the network by providing enriched call routmg capabilities or
enable the aggregaticn of voice and data communications.

We do not, however, agree with AcSEC’s opinion that “general and administrative costs, overhead costs,
and training costs should not be capitalized as costs of internal-use software; those costs relate to the period
in which they are incurred.” It is our opinion that general and administrative costs, overhead costs and
training costs (collectively referred to as “overhead costs™) attributable to the software development process
should be capitalized as an integral component of the cost of software development.

The AcSEC recognized that the costs of some activities, such as allocated overhead, may be part of the
overall cost of assets, but excluded such costs because measurement of the amounts to be allocated to the
total cost of the computer software are too imprecise. This exclusion of overhead costs is not consistent
with the well-established practice of capitalizing such overhead costs for self-constructed assets. All of the
costs incurred of putting a self-constructed asset into the condition and location for use are capitalized. It is
our belief that the characteristics of overhead costs incurred in software development are not unique or
different from those of other self-constructed assets. There is certainly room for interpretation as to what
constitutes attributable overhead costs, however, we believe that the determination of such costs are
reasonably determinable and should be included as a component of the cost of self-constructed software.
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Additionally, we believe that it would be mappmpnate for the accounting treatment to create a dlfference
between the cost of self-constructed software compared with purchased software because of the exclusion of
similar economic costs. Purchased software would clearly include an allocation of overhead costs, while
the proposed SOP would preclude the inclusion of such costs for self-constructed software. The purpose of
accounting is to reflect the true economic difference between the purchase of software and the development of
software internally.

Furthermore, there is existing guidance within Generally Accepted Accounting Principles which would
seem to support the inclusion of overhead costs as a component of the cost of self-constructed software.
Statement of Financial Accounting Standards (SFAS) No. 34, “Capitalization of Interest Cost” is
consistent in that “the historical cost of acquiring includes the costs necessarily incurred to bring it to the
condition and location necessary for its intended use.” SFAS No. 34 also states “the objectives of
capitalizing interest are (a) to obtain 2 measure of acquisition cost that more closely reflects the enterprise’s
total investment in the asset and (b) to charge a cost that relates to the acquisition of a resource that will
benefit future periods against the revenues of the periods benefited.” These concepts are consistent with
capitalizing overhead costs to reflect the total mvestment in the software and to charge that cost to the future
periods benefited.

SFAS No. 86, “Accounting for the Costs of Computer Software to be Sold, Leased, or Otherwise
Marketed” also supports the inclusion of all costs of production of software incurred subsequent to
establishing technological feasibility should be capitalized. SFAS No. 86 also recognized that the costs of
internally developed software should be accounted for consxstently with purchased software for external

reporting purposes.

In summary, we concur with AcSEC’s belief “that entities develop or obtain internal-use software often for
the same end-purposes that they develop or obtain other long-lived assets (e.g. to reduce costs, operate
more efficiently, improve internal controls, service customers better, and gain competitive advantages).” It
is our belief, however, that the costs of such computer software assets should be accounted for consistently
with the costs of other long-lived assets and therefore should include the overhead costs attributable the to
software development process. Accordingly, we urge the AcSEC to reconsider its position on this issue.

Again, we appreciate the opportunity to offer our comments. Please call Doug Lynn at (816) 854-5340 if
you wish to discuss the comments and observations in this letter.

Sincerely



FRANCIS J. O'BRIEN
30085 AVENIDA ELEGANTE
RANCHO PALOS VERDES
CALIFORNIA 90275-4510

PHONE: 310 541 3042
FAX:3105413728

April 12, 1997

Mr. Daniel Noll

Technical Manager, Accounting Standards
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Re: File 4262: Proposed Statement of Position "Accounting for the Costs of
Computer Software Developed or Obtained for Internal Use"

Dear Mr. Noll:

I am a CPA and was a long-time member of the Accounting Standards Division's
Task Force on the Development and Sale of Computer Software, as well as a member
of the Accounting Standards Executive Committee. I am currently Chief Financial
Officer of ICU Medical, Inc., a medical device manufacturer that has a very
substantial investment in software used for management, product design and
production applications.

I support the basic conclusions of the proposed SOP. As explained below, there are a
number of significant improvements that should be made in the proposed SOP to
make it more understandable and provide guidance in areas where it is incomplete or
ambiguous.

I will comment first on the areas requiring particular attention by respondents.

(1) Costs of computer software developed or obtained for internal use should be
recognized as assets, and there should be no option as to such capitalization, for the
reasons in the proposed SOP.

(2) Amortization periods and methods should not be specified, nor should any
guidance on selecting such periods and methods be provided. The issues are not
significantly different than those related to depreciation or amortization of other
assets.
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(3) SFAS No. 121 is currently applicable to internal-use computer software assets,
and no further guidance should be provided. While SFAS No. 121 is difficult to apply
to many internal-use assets, particularly those used in administrative functions that
do not typically generate their own cash flows, the issues related to internal-use
software are not sufficiently different from those related to other types of assets to
warrant separate guidance.

(4) The conclusion in the proposed SOP to not require that the technological
feasibility criteria of SFAS No. 86 be met is correct and appropriate.

(5) The proposed SOP is too "narrow"-in specifying the kinds of costs that should be
capitalized in the measurement of internal-use computer software assets. Cost
accounting practices generally used for other self-constructed assets should be
followed, thereby capturing not only payroll related fringe benefits but other indirect
costs such as costs of occupancy and assets used in creating sofiware such as
computer depreciation and amortization of software tools. Those costs can usually
be determined with the same level of precision as overhead capitalized as costs of
other self-constructed assets and inventory, and would be included in the costs of
those assets. The reference to SOP 93-7 and SFAS No. 91 as a basis for excluding
allocated overhead is inappropriate; determination of the scope and amounts of
overhead allocable to costs capitalized under those statements is complex, and such
complexity would rarely exist in determining overhead allocable to costs of internal-
use software. The statement in paragraph 68 of the proposed SOP measurements of
allocable amounts are too imprecise has little, if any, basis in fact.

(6) The guidance in the proposed SOP to help entities determine whether computer
software is for internal use is excellent. It is theoretically sound and quite practical.

(7) 1do not agree with the proposed SOP's conclusion to, in effect, use SFAS No. 86
as the sole guidance for software obtained or developed for both internal use and
external marketing. I do agree that an entity should follow the guidance in either the
proposed SOP of SFAS No. 86, but not both. The principal purpose of purchasing and
developing software is usually apparent, and is often obvious based on the entity's
principal business activity. The applicable standard should be based on that
principal purpese. Thic would avoid the situation where minor planned incidental
marketing of software being developed for internal use would cause, or enable, an
entity to not capitalize costs under the proposed SOP.

(8) The guidance to distinguish upgrades and enhancements from "maintenance” is
not operational. Entities often receive both product improvements and routine
changes and additions under a single "maintenance” contract. That contract often
includes support services ranging from a telephone hot-line to on-site help. The
contract usually has a single periodic (usually annual) fee that is not allocated to
specific items to be furnished. Allocation of cost among elements of the contract is
generally not practical because the level of product or service can vary from year-to-
year and among different customers, and there is often not adequate information on
how those products and services would be priced if sold separately. Further, the
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distinction between upgrades and enhancements vs. routine changes and add1t10ns is
frequently not easily drawn; they are both improvements to the software

For software that is not developed internally, the proposed SOP should not impose an
obhgatlon to attempt to unbundle elements normally purchased under a
"maintenance” contract. As a practical alternative, all such costs should be
expensed as "maintenance,” and allocation of such costs to upgrades and
enhancements should be prohibited. This is generally consistent with current
practice.

For software that is developed internally, the guidance in paragraphs 63 and 64 is -
sufficient. Although it is somewhat broad and there may be inconsistencies in how it
is applied among entities, it would be futile to attempt to prescribe accounting for all
the variations that might occur in practice.

My other comments follow.

"mai " : The Accounting Standards Division discarded the
use of the term "maintenance” in SOP 91-1 for the reasons stated therein. I suggest
that the term similarly not be used in the proposed SOP for both clarity and
consistency. "Postcontract customer support,” the term used in SOP 91-1 should be
used to describe purchased "maintenance” and some other term, such as "upkeep"”
should be used for internal activities related to error correction and routine updates.
This would affect paragraphs 25, 27, 64 and 69, 70 and 71.

Definition of upgrades and enhancements: The last sentence of paragraph 24, in
describing additional functionality, should add changes to increase the efficiency with
which the software performs a task.

Consxstent with my comment on 1ssue8 above the amount to be unbundled from the
software purchase price, as described in paragraph 27, should be the amount the
vendor would charge for a "maintenance” contract.

Has consideration been given to how to unbundle the "maintenance” if there is no
objective evidence to use tc measure the amount of "maintenance"? This is a
significant issue in software revenue recognition. I suggest that the proposed SOP
carry a requirement that the unbundling be based on all evidence available, and that
a paucity of evidence not be a basis for not unbundling.

; W sold: There is little, if any, theoretical
support for the accountmg prescnbed in paragraph 33 that proﬁt be recognized on
the cost recovery method. Further, the paragraph, as worded, is unclear.

Does the paragraph apply only to software "sold,” as the paragraph is written, or also
to software licensed? If the software is sold, the seller gives up all rights to the
software (unless there is a license back to the seller) and there would be no proceeds
beyond those in the specific sale transaction, and all costs would be charged against
the proceeds, with gain or loss recognized at the time of sale.
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If the software is licensed, the licensor grants the licensee a right to use, but not own,
the software. This transaction is analogous to the rental of any other asset, such as
a building, and the accounting is to charge an appropriate portion of the rented asset's
cost against the rental proceeds. This would be the case even if the building was
initially built for occupancy by the owner, and would also be the case even if only part
of the building is rented. Other analogies can be found in accounting in the motion
picture and the record and music industries. The cost recovery method is usually
reserved for those transactions where the realization of the proceeds or recovery of
costs is uncertain. If it the intention of the proposed SOP to require the cost recovery
method for licenses, the proposal should be amended to provide for the conventional
accounting used in the license or rental of other assets. If AcSEC is concerned with
allocation of costs to the license transaction, this is not a valid reason to upset the
entire revenue recognition model; the allocable costs, in fact, may be small so failure
to recognize the proceeds as income would fail to fairly represent the transaction in
the financial statements.

* % % %k %

I would be pleased to discuss my comments, or other aspects of the proposed SOP,
with AcSEC or the Task Force.

Very truly yours,

Francis J. O'Brien



I.QNG ISLAND
ANCORP"

201 OLD COUNTRY ROAD
MELVILLE, NEW YORK 11747-2724
516/547-3235

E-MAIL: MFUSTER@LISB.COM
Fax: 516/547-3346

MARK FUSTER
EXECUTIVE VICE PRESIDENT AND
CHIEF FINANCIAL OFFICER

Mr. Daniel Noll, Technical Manager

Accounting Standards, File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

RE: Proposed Statement of Position - Accounting for the Costs of Computer‘Soﬂware Developed
or Obtained for Internal Use.
Dear Mr. Noll,

Long Island Bancorp, Inc. would like to thank you for the opportunity to comment on the aforementioned
statement proposed by the American Institute of Certified Public Accountants.

Currently, there is no clear authoritative guidance to ensure consistent accounting treatment for recording
the costs of software developed for internal use. The proposed statement addresses this deficiency by first
defining internal use software as:

T Software that is acquired. internally developed or modified solely to meet the company’s internal
needs, and
O  Software that is not developed or modified under a plan to market the product externally.

If software meets both of the above criteria, the costs incurred are subject to the provisions of the proposed
statement. If it does not, the related costs are accounted for under Statement of Financial Accounting No.
86, “Accounting for the Costs of Computer Software to be Sold, Leased or Otherwise Marketed”. The

proposed statement establishes clear guidelines for expensing and capitalizing the costs associated with
internal use software. Costs that would be expensed are those incurred in connection with research and
development and in the preliminary project stage of the software development. Once the company has
passed the research and development stage, costs incurred such as external direct costs, payroll and
appropriate interest calculated under Statement of Financial Accounting Standard No. 34, “Capitalization

of Interest Cost,” should be capitalized. Ongoing costs associated with the software would be capitalized
if they result in enhancements to the software or expensed as maintenance. We believe these guidelines
for capitalizing and expensing costs are necessary and adequate to provide comparability and consistency
between business entities. Further, the requirement to capitalize and amortize certain costs of internal use
software use over the expected period of benefit is in accordance with the basic accounting concept of
matching.

The proposed statement also provides for the recognition of impairment of internal use software in
accordance with Financial Accounting Standards Board Statement No. 121(“SFAS 1217), “Accounting
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for the Impairment of Long-Lived Assets and Assetsto be Disposed Of*. We believe that it is appropriate
to apply SFAS 121 to software since software is subject to impairment due to the effects of obsolescence,
technology and competition.

Once again, we would like to thank you for the opportunity to present our views on the proposed statement
and hope that our comments will be considered by the AICPA in its final decision on this proposal.

Sincerely,

ark Fuster
Executive Vice President and CFO

cc: J. Conefry
L. Peters
R. DiPaola
S. McGannon
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April 15, 1997

Daniel Noll :

Technical Manager Accounting Standards, File 4262
1211 Avenue of the Americas

New York, NY 10036-8775

. Proposed Statement of Position,
“Accounting for the Costs of Computer Software Developed or
Obtained for Intemnal Use”

Dear Mr. Noll:

I am pleased to provide our comments on the Accounting Standards Executive Committee (AcSEC) of the
American Institute of Certified Public Accountants’ (AICPA) proposed Statement of Position (SOP):
Accounting for the Costs of Computer Software Developed or Obtained for Internal Use. Under the
Exposure Draft, standards would be established which would require companies to capitalize certain costs
to develop or obtain internal-use software. Given the increase in the amount of funds spent on developing
and obtaining internal-use software over the last several years, the lack of authoritative guidance and the
diversity in accounting amongst entities, we concur with AcSEC’s proposed Statement of Position.

Capitalize or Expense

As stated above, the proposed statement requires that companies capitalize costs to develop or obtain
internal-use software. Some debate has occurred on whether the proposal should allow companies to
continue following a conservative method of expensing these costs as incurred rather than capitalizing.
Given that AcSEC’s proposal was intended to help eliminate diversity in accounting for these costs and to
improve financial reporting, we believe AcSEC’s requirement for companies to capitalize is appropriate.
Furthermore, the treatment as an asset acknowledges the future benefit to be derived from the software that
has been developed for internal use.

In addition to the above, entities would now be required to track payroll and payroll related costs for
employees who are directly associated with and who devote time to internal-use software. We do not
believe companies will experience significant cost increases to report these items as assets. Ordinarily,
companies with the ability to develop software for internal use, have a mechanism in place to track similar
costs for purposes of complying with Statement of Financial Accounting Standards No. 86.

Impairment



The exposure draft recommends that capitalized costs of internal-use software be treated as long-lived
assets. As such, impairment would be recognized and measured in accordance with Statement of Financial
Accounting Standards No. 121. The proposed SOP does not contain guidance on how to apply the '
provisions of Statement 121 to software that is in use. Since there are no cash flows directly associated
with internal use software, it is likely that impairment would be recognized when management makes a
decision to replace the software earlier than anticipated.

Summary

In summary, we concur with the AICPA’s recommendation of requiring companies to capitalize the costs
to develop or obtain internal-use softiware. We believe the proposal provides a better framework for
companies to follow regarding capitalization as well as increasing consistency in reported assets among
entities. - ‘

We appreciate the opportunity to present our views and would be pleased to discuss any aspect of our
comments further.

Sincerely yours,

Betty J. Savage
Chief Financial Officer
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American Institute of Certified
Public Accountants ‘

Daniel Noll, Technical Manager

Accounting Standards, file 4262

1211 Avenue of the Americas

New York, NY 10036-8775

Accounting Standards Executive Committee,

Thank you for allowing me to express my views on the exposure draft entitled
“Accounting for the costs of computer software developed or obtained £for
internal use”. The age of the computer has caused a dramatic change in how
business operates, and the tools used.

I shall correspond my comments to the issues specifically addressed by the
exposure draft. All comments and viewpoints expressed are those of the
writer, and are not to be construed to be those of the company.

Issue- 1.

The costs of intefnaliy developed software costs should not be capitalized
unless such software is intended to sold as per FASB No. 86. Software
developed for internal use is the creation of an intangible asset whose
future value is nebulous in nature. While it may be possible to capture the
costs associated with software development through such areas as time
records, the future benefit may not be quantifiable or measurable( see
paragraph 54). To be able to capitalize the software, the issue of value is
paramount. Were the entity be sold, I would not see a buyer paying for this
as part of their purchase price as a separate asset. Is a spreadsheet that
is a vital management report an internally generated piece of software? It
may have greater value that writing code on the system mainframe.

I am concerned in the creation of an asset whose future benefit and value is
so uncertain, being capitalized. Determining when that “asset” is impaired,
whether enhancements add to the life, as so esoteric in nature that calling
such an asset is doubtful to me. Expensing when incurred is and should
remain the proper accounting treatment.

The definition of software development is further confused as to what is
development. For instance, a purchase of vendor software has a report
generation capability. Instead, I rewrite the reports to provide better
management information that will assist in decisions to improve revenues and
reduce costs. Is this software development? Would my time be capitalized? To
me, this is not development, and my time is expensed. But, would the
situation be reversed if a programmer was hired to “set up” the reports?

[ 5o Primadonna Casino Resorts P.O. Box 19119, Primadonna, NV 89019-9119 ¢ 1-702-382-1212 * 1-800-FUN-STOP
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Again, I would say no, but based upon the discussion in -the exposure draft,
this may qualify for capitalization, a situation I disagree with.

Let us look at this from the standpoint of taxation. If I am creating an
asset for book purposes, would not the taxing authorities require the same
treatment for income and property taxes? Once this door is opened, the issue
becomes marketing, time spent on strategic planning and budgeting (which are
for future periods), and so on. I am reminded of the specter of the Indopco
decision. Yes, accounting and taxes are different, but we need to consider
how this intangible will grow and be extended, and the true economic impact.

I am concerned with how to determine what is a future benefit, its life, and
more importantly, how to treat other intangible costs. I market our product
to create a brand name awareness. This will have future value to me by
increasing future net cash inflows. Why would this not be capitalized? How
do you distinguish a marketing plan from software development for treatment?

Further consideration should be directed as to how to audit the validity of
the amounts capitalized, the amortization period, and its impairment? This
area could, and given our litigious society, probably be a fee income
generation for attorneys. I suspect that the SEC would probably not agree
with capitalization, especially since their stance has been towards
expensing intangible assets.

Issue 2.

Were such an asset be created, the amortization period should be based upon
the expected benefit to be derived, except that the life should not exceed
that of purchased software, or the hardware if such hardware is unique and
whose software is not transferable. Further, I would establish a maximum
life of 3 years because of business dynamics and the constant changes
entities undergo. This life limitation is predicated upon the frequency that
business managers make changes, especially when there is a change in
personnel.

Issue 3.

How can an asset be evaluated for impairment under FASB No. 121 when there
is not definable cash flow? The issue is whether the software developed is
still being used, and management is relying on the software for decision
making. Once again, because we can not measure its future value, we are
unable to measure its future loss in value.

Issue 4.

Assuming that capitalization of internally generated software is permitted,
the minimum thresholds required by FASB NO. 86 are acceptable criteria.

Issue 5.

Interest costs should not be capitalized in producing an intangible asset.
The intent of interest capitalization is for projects and constructions
taking extended periods to be produced. I do not believe that an intangible
asset meets such criteria.



Issue 6.

The guidance presented in the exposure draft does not define the criteria
well. It appears to say that software not planned for sale to others is
internally generated software. This is true, but does not narrow the
definition well. Refer to the discussion in Issue 1 for discussion of this
matter.

Issue 7.

If software is developed for outside sales, then application of FASB No. 86
should be followed. There is no reason to separate the cost between internal
"use versus external use, and I would conjecture that the allocation would
result in an immaterial allocation to intermal use.

Issue 8.

Even with purchased software and vendor maintenance and upgrades, the costs
are typically expensed over the license period, even when enhancements are
provided. The capitalization of enhancements should necessitate that a
portion of the original software be abandoned, with a subsequent asset
writedown occurring. Realistically, I do not think that such a determination
can be made, and as such enhancements should be expensed as incurred.

Thank you once again for allowing me to express my viewpoints on this
exposure draft.

Respectively submitted,

ol

Louis. W. Sanforf,
Corporate Controller
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Mr. Daniel Noll

Technical Manager, Accounting Standards

File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Noll:

My staff and I have reviewed the AICPA AcSEC proposed Statement of Position
(Exposure Draft), “Accounting for the Costs of Computer Software Developed or Obtained
for Internal Use.” We support AcSEC’s efforts to develop guidance to help reduce the
inconsistencies that currently exist in accounting for internal use software. Below are some
suggestions that we believe will improve and clarify the guidance in the final Statement of
Position. '

Impairment Evaluation for Capitalized Internal Use Software Held For Use

Paragraph 28 of the Exposure Draft makes a general statement that impairment should
- be recognized and measured in accordance with FASB Statement No. 121 (SFAS 121),
Accounting for the Impairment of Long-Lived Assets and for Long-Lived to Be Disposed Of.
The guidance in the Exposure Draft regarding impairment evaluation under SFAS 121 is
solely focused on internal use software that is not completed and placed in service or that is
not expected to provide any substantive service potential to the entity. If those assets are not
expected to provide any service potential to the. entity, paragraph 74 of Exposure Draft
requires those assets to be written down to the lower of carrying amount or fair value, less
cost to sell, which is generally presumed to be zero.

The Exposure Draft does not clearly indicate how to apply the guidance in SFAS 121
to evaluate impairment for capitalized internal use software held for continued use which is
expected to provide substantive future service in the following situations:

e Internal use. software held for use by an entity for which development and installation
costs have significantly exceeded original estimates or software that is providing some
level of substantive service to the entity but may be performing at a sub-optimal level
(expensive and sub-optimal performing internal use software).



e Internal use software that is shared by multiple units of an entity that are individually
identified as asset groupings at the lowest level of cash flows for purposes of impairment
evaluation under SFAS 121 (shared internal use software).

Expensivé and Sub-opiimal Performing Internal Use Software

Paragraph 28 of the Exposure Draft gives four indicators of when operational
computer software should be evaluated for impairment under SFAS 121. We believe that the
last three indicators could apply to an operating software application that has been placed in
service and will continue to be used by the entity. In most cases, internal use software assets
capitalized under the Exposure Draft will not have identifiable cash flows that are largely
independent of other assets. The last sentence of paragraph 10 of SFAS 121 addresses
impairment evaluation for assets expected to provide service potential that do not have
independent, identifiable cash flows. That guidance requires an entity-level cash flow test to
evaluate and measure impairment. We believe the Exposure Draft guidance should clarify
the application of impairment evaluation in these situations to indicate whether the guidance
in paragraph 10 of SFAS 121 or some other method should be followed.

Shared Internal Use Software

Although not clearly indicated in the Exposure Draft, that guidance in the last
sentence of paragraph 10 of SFAS 121 may apply to capitalized internal use software assets
with future service potential. However, that guidance would seem to be limited to internal
use software carried at the corporate level and utilized throughout the entity (“entity-level”
assets). SFAS 121 does not require entity-level assets to be allocated to lower level asset
groupings for an impairment evaluation. For entity-level assets, an impairment loss would be
recognizable only if the sum of the expected future cash flows of the entity (reduced for the
amount of cash flows necessary to recover other long-lived assets) is less than the carrying
amount of the enterprise assets.

Unlike most internally developed or purchased tangible assets subject to SFAS 121,
the nature of computer software lends itself to simultaneous use by multiple units of an
entity. We believe in practice it is more common for internal use software to be used on less
than an entity-wide basis by two or more units of the enterprise that are individually
identified as assets groupings at the lowest level of cash flows under SFAS 121. For example,
a retail chain store division may utilize a common point-of-sale inventory software
application that is maintained and recorded at the division headquarters level. The Exposure
Draft does not address whether such shared internal use software assets should be allocated to
the store level (SFAS 121 asset grouping level) in connection with a SFAS 121 impairment
evaluation of other long-lived assets or whether those assets should be separately evaluated
for impairment using entity level cash flows in accordance with the guidance in the last
sentence of paragraph 10 of SFAS 121. We believe the Exposure Draft should provide



specific guidance regarding impairment evaluation for capitalized internal use software assets
shared by multiple SFAS 121 asset groupings. :

SFAS 121 indicates that goodwill identified with impaired long-lived assets and
identifiable intangibles should be eliminated before making any reduction in the carrying
amounts of impaired long-lived assets and intangibles. If AcSEC concludes that capitalized
internal use software should not be allocated to the SFAS 121 grouping level, we believe the
Exposure Draft should clarify the order in which entity-level assets, which may include
goodwill not identified with impaired assets, should be written down in connection with an
impairment. In other words, we believe the Exposure Draft should indicate whether entity-
level goodwill should be eliminated before making any reduction in the carrying amount of
other entity-level intangible assets including capitalized internal use software.

Upgrades and Enhancements of Internal Use Software Previously Expensed

The Exposure Draft indicates that costs of upgrades and enhancements to existing
internal-use software that extend the life or increase the utility of the software should be
capitalized. We believe that the Exposure Draft should clarify whether this requirement
applies to all internal-use software including software previously expensed under an entity’s
previous accounting policy or is limited to internal-use software for which costs have been
capitalized after the adoption of the final Statement of Position.

~ Should you have any questions regarding our comments, please feel free to call me at
(914) 253-3406 or Mark Sweeney at (914) 253-2613.

Sincerely,



Michael A. Graf
Senior.Vice President
and Corporate Controller

Norwest Corporation
NORWEST CORPORATION Norwest Center
Sixth and Marquette
Minneapolis, Minnesota 55479-0088
612/667-0697

April 14, 1997

Mr. Daniel Noli, Technical Manager
Accounting Standards, File 4262
AICPA
. 1211 Avenue of Americas
"~ New York, NY 10036-8775

Dear Mr. Noll:

Norwest Corporation (Norwest) appreciates the opportunity to comment on the American
Institute of Certified Public Accountants’ Proposed Statement of Position (SOP),
“Accounting for the Costs of Computer Software Developed or Obtained for intemal Use”.
Norwest is an $84 billion financial services company providing banking, insurance,
investments, mortgage and consumer finance and other financial services through 3,642
stores in all 50 states, Canada, the Caribbean, Central America, and eisewhere
internationally.

Norwest disagrees with the proposed SOP’s requirement to capitalize software developed
or obtained for intemal use. Such costs should be recognized as expense when incurred.
Although the proposed SOP attempts to promote standardization in accounting for intemal
use software, we believe capitalization of this software will result in greater inconsistencies
in reporting among companies and industries.

The proposed SOP does not address how the efficiency or utility of design and
development costs incurred for internally generated software impacts the level of
capitalized costs. For example, a company which lacks experience in the design and
development of computer software may capitalize its inefficiencies and have a higher level
of capitalized costs in support of a product with less utility and real value. Consequently,
two companies developing essentially the same product may report significantly different
financial results due to the varying levels of capitalized costs.

The useful life initially assigned to both intemally generated and purchased intemal use
software will vary between companies resulting in a lack of comparability across
businesses and industries. Also, it will be difficult to re-assess the useful life of various
capitalized software products given the significant, yet uneven, technology changes being
experienced in all industries. Companies in search of greater efficiencies may more
frequently replace software when improved technology is available and, therefore, will be
at greater risk to recognize unexpected lossés on the replacement of software.



Daniel Noll, Technical Manager
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Page 2

With respect to upgrades, the proposed SOP does not clearly specify when costs should
be capitalized or recorded as maintenance. The SOP allows significant judgment in
evaluating increased functionality. This may lead to further mconsustencses in accounting

among companies and industries.

The proposed SOP will impose a significant burden upon some companies to develop and
maintain cost accounting and project monitoring systems to record, analyze, track and
control the capitalization and amortization of these development costs. Even companies
with such systems will likely have to modify them and related processes to enable
compliance. The additional costs to implement and maintain the systems required to
support the SOP will likely outweigh any value derived from application of the proposed
SOP given the relatively short useful life of software in the current rapidly-changing,
technology environment.

We do not believe that following FASB Statement No. 121, Accounting for the Impairment
of Long-Lived Assets and for Long-Lived Assets to be Disposed Of, would be a practical
way to calculate impairment of intemal software. Due to the customized nature of some
software it may not be feasible to determine fair value based upon what a willing party
would pay. It may also be difficult to determine specifically which cash flows relate to a
given software application. Furthermore, the number of periods and discount rates will be
different among industries which would lead to significant distortion, and increase
inconsistency among reporting entities. Expensing the costs when incurred will eliminate
the burden and uncertainty related to subjective periodic adjustments.

A more conservative and practical approach to account for the cost of software developed
or obtained for intemal use is to expense such costs when incurred. This will minimize the
subjectivity in application of the SOP and the related inconsistencies in financial reporting.
It would aiso avoid the additional recordkeeping burden the proposed SOP will impose.
We would like to thani you again for the cprortunity to comment on this preposed SOP
and will be pieased to discuss our comments with you at your convenience.

Very truly yours,

WQA/-%(—

Michael A. Graf
Senior Vice President
and Corporate Controller
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April 14, 1997

Mr. Daniel Noll

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Re:  File 4262
Dear Sirs:

On behalf of BellSouth Corporation (“BellSouth™), I am pleased to have this opportunity
to respond to your request for comments relating to your exposure draft of a proposed
Statement of Position (“SOP”), Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use. As information, BellSouth is one of the most
widely held stocks in the United States. The shareholder base is comprised of
approximately 1.1 million shareholders of record and over 400,000 accounts in street
name. As a public company, we are committed to meeting the information needs of our
investors.

Upon review of the SOP, it is our view that internal use software costs (except initial
operating system software costs), whether purchased or developed internally, should be
expensed as incurred. We believe that companies should not be allowed the option to
capitalize these internal use software costs. Further, BellSouth has participated in the
development of the United States Telephone Association’s response to the SOP and we
are fully supportive of this industry position.

Industry Practice and Experience

The SOP refers to the definition of assets contained in FASB Concepts Statements No. 6,
Elements of Financial Statements, and the criteria that should be met to recognize an item
in financial statements contained in Concepts Statement No. 5, Recognition and
Measurement in Financial Statements of Business Enterprises. BellSouth does not argue
the technical correctness of the AICPA’s Accgunting Standards Executive Committee’s
(“AcSEC”) view. However, BellSouth believes AcSEC will find invaluable our industry
knowledge about the probable future economic benefits of software developed or obtained
for internal use.

(63



AICPA AcSEC File 4262
Proposed Statement of Position

Previously, the Federal Communications Commission (“FCC”) addressed the accounting
for software when it adopted its new Part 32 accounting rules which for the first time
incorporated US GAAP to the extent regulatory considerations would permit. In that
proceeding, the FCC initially proposed an accounting model for software identical to the
model proposed by this SOP. AT&T’s May 3, 1985 response to that proposal offered the

following insights regarding the future economic benefits of internal use software: '

“The future economic benefits associated with software are often of a tenuous and
highly questionable nature.  This is particularly true in the telecommunications
industry in which technological advances are proceeding at an explosive pace.
Virtually every technological change that occurs requires some revision to or
replacement of the software used by carriers. Consequently, it is virtually
impossible to predict in advance the period over which software will produce an
economic benefit for the entity. Furthermore, software rarely remains static in the
manner in which it performs a particular function. New and improved generations
of software are constantly being developed and deployed to accomplish the same
function more efficiently or quickly, to accomplish enhanced or improved functions
or to consolidate different functions that previously were accomplished separately.
Whether such improvements or enhancements are forthcoming and whether they
will constitute major revisions to existing generations of software or an entirely
new and different generation resulting in a decision to completely replace the old
software can rarely be ascertained in advance.” (emphasis added)

The FCC spent considerable time evaluating and analyzing the business, operational, and
economic ramifications of its position on software costs. Recognizing current industry
practice and attempting to reduce difficulties associated with segregations of costs and
identifying periods of benefit, the FCC required the expensing of all sofiware costs
(purchased or developed internally) except for the cost of initial operating system
software. Further, in an Order released May 1, 1990, the FCC stated that the change in
accounting which required capitalization of only initial operating system software did little
to change the telecommunications industry’s predominant practice of expensing costs of
internal use software.

AcSEC should note that when AT&T submitted its comments to the FCC in 1985, its
wholly-owned subsidiary, Western Electric, was a major source of software for the
divested telecommunications carriers. Capitalization of internal use software costs, as
originally proposed by the FCC, could have increased Western Electric’s sales of internal
use software. However, AT&T did not argue the capitalization approach for which they
would have benefited.

Just as AT&T anticipated in 1985, the pace of technological change has accelerated.
BellSouth’s previous internal studies, performed for other purposes, indicated that
software installed in its switches in 1989 and 1990 had a life span of between eighteen
months to possibly three years. Given recent competitive forces in the

-2-
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telecommunications industry and changes in the Federal and state regulatory environments
(e.g., Telecom Act of 1996), it is BellSouth’s belief that the life span for its software has
decreased since these previous studies were performed. However, this is difficult to
determine as addressed in AT&T’s response above.

As I am sure that you are aware, the Software Publishers Association has recently
requested that FASB Statement No. 86 (“SFAS 86”), Accounting for the Costs of
Computer Software to Be Sold, Leased, or Otherwise Marketed, be reconsidered and
require that all development costs be expensed as incurred vs. capitalized. Even though
SFAS 86 and this SOP are based on somewhat different cost capitalization models, our
experience and that of the Software Publishers Association’s constituents is very similar.
The development and deployment of new and improved technologies is ever increasing in
the United States and international markets. In this case both producers and purchasers of
software acknowledge that software is constantly changing, the pace of change is
accelerating, and capitalizing software costs results in recording assets for which
realization is difficult to assess.

The foregoing comments of the FCC, AT&T, and the Software Publishers Association as
well as our own experience and internal studies suggest that, in current actual practice,
software has an indeterminate life as we strive to meet competition and continue to
provide our customers with the latest telecommunications services which are based on
new and improving technologies. Our experience has been that the extent to which future
periods are benefited can not be measured accurately because the rate of change continues
to accelerate.

Impact on Financial Reporting

If the provisions of the SOP are adopted, BellSouth has concerns as to the
comprehension by readers of the financial statements and whether it enhances the
information reported in the financial statements. BellSouth has analyzed actual costs of
software purchased by our wireline operations for internal use and charged to expense for
the years 1993 through 1996. Actual internal development costs were not included in our
analysis as these costs are not readily available.

Our analysis, assuming an average estimated life of 3 years, reflected that by 1996 the
amortization expense would have approximated the actual expense amount experienced in
1996. Further, assuming that we would have evaluated no need for asset impairment,
BellSouth’s 1996 balance sheet would have reflected a new asset (“Software Costs™) with
a net carrying value of approximately -$450 million. To put this in perspective,
BellSouth’s 1996 total operating expenses were approximately $14.3 billion and the
carrying value of long-lived assets was approximately $26.3 billion.
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~ We urge AcSEC to consider the following questions during deliberations on the SOP.
Does recording and reporting “soft” assets enhance the value of financial statements? Are
users of financial statements better informed if software costs are shifted from cash
operating expense to amortization expense? Will users understand that the one time lift in
reported earnings is a result of an accounting change from expense of these costs to
capitalization? Will financial statement users understand that earnings will decline in each
year following this change until the level of amortization expense returns to the level of
software expense prior to the change?

Given that we believe that the estimated life of our software is relatively short, the impacts
will be even more dramatic and recognized sooner rather than later. In addition, we
believe that the SOP opens the door for further divergent and manipulative earnings
recognition practices.

First, we feel that the point at which capitalization begins under the SOP is still open to
significantly varied interpretation. This problem is exacerbated by the complexity of the
software development process. A review of the practices followed in the area of software
developed for sale, lease or other marketing shows the tremendous potential for diversity
in the application of SFAS 86. While the SOP has attempted to reduce the potential for
varied practice, it has left issues such as when an application is no longer classified as in
~ the preliminary project stage and whether or not a software project is a pilot project open
to the interpretation of financial statement preparers.

Second, we feel that the SOP calls for a practice inconsistent with that required of
companies which develop software for sale as a product. We do not believe that the SOP
sets forth adequate justification for setting a standard for capitalization which is different
than that of SFAS 86 (i.e., technological feasibility). Furthermore, we think that the risks
associated with the development of internal use software are essentially equal to those
associated with software being developed for sale. Therefore, we can see no compelling
- reason why the basis for capitalization would differ.

The surest guarantee of practice uniformity for software development costs is to require
treatment of such costs as period costs when incurred.

Implementation Cost

Implementing the accounting proposed in the SOP will be particularly costly for many
industries. New time and project tracking systems as well as new project cost allocation
processes and systems will be required to-be developed and administered. All of these
new incremental costs incurred for what we believe at best to be a relatively short-lived
asset with questionable value to the readers of financial statements.
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In addition to modifying accounting systems to capture and capitalize expenditures
previously expensed, companies will be required to separate internal development costs
for internal use software projects and software costs of purchased software used for
internal use purposes in order to appropriately capitalize interest costs incurred while
developing internal use computer software.

In our view, all of these costs significantly outweigh the benefits of the change in
accounting treatment-the SOP would provide. Rather, as discussed above, we feel that
the effect of the treatment will be detrimental to the relevance of financial statements.

RRRRRRRX

In summary, it is BellSouth’s position that internal use software costs (except initial
operating system software costs), whether purchased or developed internally, should be
expensed as incurred. Further, to ensure consistency in accounting treatment, our view is
that AcSEC or the Financial Accounting Standards Board should issue a specific standard
or an interpretation of existing literature stating that companies should not be allowed the
option to capitalize these internal use software costs.

We appreciate the opportunity to offer our comments. Please call me at 404-249-5798 or
Blair Parrott at 404-249-5042 if you wish to discuss the comments and observations in
this letter. ) . ‘

Respectfully submitted,

i v ~——



M Scot Kautman

MMR ‘ Vice Chairman
Chief Financial Officer
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MBNA America Bank. N.A.
Wilmington, Deiaware 19884-0864

1302) 453-6333

April 15, 1997

Mr. Daniel Noll

Technical Manager

Accounting Standards Executive Committee

File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Noll:

MBNA America Bank, N.A., a national bank and the principal subsidiary of MBNA
Corporation, appreciates the opportunity to comment on the Accounting Standards
Executive Committee’s (the "AcSEC”) December 17, 1996 Exposure Draft, Accounting
for the Cost of Computer Software Developed or Obtained for Internal Use (the
“Proposal”) (File Reference 4262). MBNA America Bank, N.A. is a major bank credit
card lender and has total assets of approximately $15.6 bllhon and total managed loans of
$38.6 billion as of December 31,1996.

Absence of Authoritative Literature

Because there is an absence of authoritative literature that specifically addresses
accounting for the cost of internal use computer software, practice has become extremely
diverse. MBNA commends the AcSEC’s effort in eliminating this diversity. We believe
that the issuance of this proposal, which will standardize the accounting for cost incurred
to purchase or develop internal use computer software, will increase comparability among
financial statements.

Computer Software is an Asset

MBNA fully supports the provisions of this proposal. We believe that all costs incurred
to purchase or develop internal use software should be capitalized because major
computer software expenditures create value beyond a single year. These cost should be
spread over the period of expected benefit, rather than expensed as incurred.
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Due to the lack of authoritative guidance, computer software may be a significant
unrecorded asset for many entities. We believe that the recording of internal use
computer software as a long-lived asset would be an improvement in the reporting of
these entity’s financial statements because the cost would be recognized as an asset and
amortized over the period that they benefit. ’ ‘

Businesses are becoming more and more technology driven. Because of the focus on
technology and the improvements and efficiencies that come with it, we believe that in -
terms of generating revenue in future periods, computer software is becoming a greater
asset than some fixed assets were fifty years ago. Moreover, computer software is-used
for the same purpose as other long-lived assets, to create efficiencies, generate revenue,
reduce cost and enhance customer service and should therefore be capitalized.

Cost/Benefit Analysis

The benefit of recording costs incurred to purchase or develop internal use computer
software as assets exceeds the cost of such reporting. Capitalizing these cost allows
entities to recognize future economic benefits and match those benefits with the cost
incurred over the period of economic benefit. However, developing a mechanism to
capture the cost of internally developed software may be new, time-consuming and
cumbersome for some entities. These entities will have to set up cost accumulation
methods they may not have as well as devote resources to tracking and monitoring
capitalized cost. Be that as it may, we believe that once these procedures are in place, the
benefit of tracking these cost will far outweigh the cost.

Once again, we commend your efforts at eliminating diversity in the accounting for
internal use software and fully support the provisions of the proposal. We encourage the
AcSEC to more forward with the proposal and issue it as it appears in draft form in a final
statement of position.

We urge you to consider these comments in your draft. If you have any questions on any
of these items, please contact either myself or Victor P. Manning, Senior Executive Vice
President and Chief Accounting Officer at (302) 453-6707.

Sincerely,

RS /
/A » B e —
! - ,a;.v;.

. {/ b
M. Scot Kaufman

L) 4y
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(302) 594-5000
April 15, 1987
Mr. Daniel Noll
Technical Manager
Accounting Standards - Flie 4262
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Noll:
Exposure Draft
Accounting for the Costs ) or Obtained for internal Uss

We would like to respond to exposure draft number 4262 issued on December 17, 1896, of
a proposed Statement of Position (SOP) "Accounting for the Costs of Computer Software Developed
or Obtained for Intemal Use.”

At the outset we would like to mention that we are a publicly-traded company with revenues
of approximately $2.1 billion. Hercules (hereafter referred to as the “Company”) manufactures
chemical speclalty products for a variety of markets worldwide. Its businesses include Paper
Technology, Resins, Fibers, Food Gums, and Aqualon water-soluble polymers. With shareholder
value as its guiding focus, the Company concentrates on value-added, high-performance products
where it has a market or technology advantage. Hercules employs approximately 7,100 peopie and
operates 45 manufacturing plants around the world.

Hercules supports the proposed statement which provides guidance In accounting for the
costs of computer software developed or obtained for intemal use. This position is based upon the
belief that such costs shouid be capitalized since expenditures of the sort are specifically identifiable,
have determinate lives, relate to probable future economic benefits (FASB Concepts Statement No.
6), and meet the recognition criteria of measurabliity, relevance, and reliabllity (FASB Concepts
Statement No. §). The Company concurs with the Accounting Standards Executive Committee’s
(hereafter referred to as the “Committee”) conclusions that the costs of computer software developed
or obtained for intemal use should be amortized in a systematic and rational manner over the
estimated useful life of the software. The Company furthermore agrees with the Committee that a
maximum amortization period should not be specified since each entity is in a better position to
determine an appropriate useful iife.

The Company takes no exception to the fact that the Exposure Draft does not require
technological feasibility be established prior-to capitalization of costs. We concur with the
Committee’s rationale for this decision since interrfal-use software is typically not cutting edge in
terms of technology and that once a company moves beyond conceptual formulation, there exists
little doubt that the software will function technically.
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We disagree, howsver, with the Committee’s universal declision to require the expense of all
fraining costs Incumred in connection with the installation of related software modules. The Company
belleves that the future benefits associated with these training costs are inextricably linked to the
usefuiness of computer software. If an organization intends to realize the benefits expected from
the Installation of such modules, training expenses invariably will be incurred by the organization.
it is our belief that such costs should be capitalized and amortized in a manner consistent with the

software to which they pertain.

The Company feels the Committee should mandate the classification of computer software
as a tangible (fixed) asset. Such a requirament would provide consistency among reporting entities
and support the belief that their capitalization embodies a tangible benefit with a determinate life.

Finally, Hercules feeis that the foliowing additional topics should be addressed by the
Committee with regard to this Exposure Draft:

a) Capltalization of data conversion costs. It is our opinion that costs incurred
with regard to the conversion of data for use in new Intemnal use computer
software should be capitalized. This opinion is based upon our belief that such
costs are comparable to the capitalization of setup costs incurred in preparing
an asset for Its intended use.

b) Costs associated with reengineering activities. Costs associated with
reengineering activiiles (such as interface construction and process flow
analysis) connected with the implementation of intemal use computer sofiware
should be capitalized. Similar to data conversion cosis above, such
expenditures are necessary to ensure that the new software functlons as
planned.

Very truly yours,

‘5 MC» 4./@ -a,eb
George MacKenzie

Senior Vice President and
Chief Financial Officer

cc: Vikram Jog

GM/edg
XposDrft.pmp
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April 17, 1997

Mr. Daniel Noll

Technical Manager, Accounting Standards
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036 - 8775

RE: Exposure Draft, Accounting for the Costs of Computer Software Developed or
Obtained for Internal Use
File 4262

Dear Mr. Noll:

We appreciate the opportunity to provide you with our comments on the proposed
Statement of Position (SOP), Accounting for the Costs of Computer Software Developed
or Obtained for Internal Use. We believe that capitalizing amounts expended for internal-
use computer software costs is consistent with the essential characteristics of an asset as
defined in FASB Concepts No. 6, Elements of Financial Statements. However, we have
practical concerns that we believe should be addressed in a final SOP:

e The SOP should clearly define the types of payroll-related costs which should
be capitalized. We believe there is the potential for inconsistency in practice
as some companies may “fully load” payroll-related costs (e.g., payroll taxes,
postretirement benefits, and other employee benefit amounts) while others
may not. We believe that these costs should be capitalized as they are
directly related to the project and that the final SOP should provide guidance
on this issue.

e We believe that it would be impractical to apply the impairment criteria of
FAS No. 121, Accounting for the Impairment of Long-Lived Assets and for
Long-Lived Assets to Be Disposed Of, to software assets. As capitalized
software assets would generally not havesdentifiable cash flows, the
impairment test would be determined at the entity level. As long as the
entity’s total cash flows (undiscounted and without interest charges) is
greater than the carrying amount of all such assets which are grouped in this



manner, a company would never recognize impairment of these assets. :
Instead, we believe, that when the software is not performing its intended use

~ (including both the nature and scope of its initial intended use), the asset
should be considered impaired and measured at the lower of the amortized
cost or fair value. The presumption should be software that is not performing
as intended has no value (except for possible salvage value).

¢ Inconsistencies between this SOP and other accounting literature as it relates
to the Year 2000 issue should be addressed. Specifically, we believe that
costs related to Year 2000 upgrades may qualify as a significant upgrade as
defined in this SOP and should be capitalized. However, this position is
inconsistent with the Emerging Issues Task Force (EITF) conclusion reached
in Issue 96-14, Accounting for the Costs Associated with Modifying
Computer Software for the Year 2000, and we strongly believe that AcSEC
should urge the EITF to revisit this issue in light of the SOP’s conclusions.

Following are our views with respect to the specific issues raised in the ED:

1. Should the costs of computer software developed or obtained for internal use be
recognized as assets? Should entities have the option to capitalize or expense such
costs? Do the benefits of reporting those costs as assets exceed the costs of such
reporting? What are the costs of reporting?

We believe that internal-use software costs should be recognized as assets. We do not
believe that companies should have the option to choose between asset recognition or
expense treatment for these costs. If companies are allowed to choose among alternatives,
the diversity in practice, which was the impetus behind this project initially, would
continue to exist.

We do not expect that there would be substantial incremental costs in modlfymg our
information systems to comply with the transition provisions of the ED.

2. This proposed SOP does not specify a maximum period for amortization or methods
of amortization. Should the SOP specify that amortization should not exceed a maximum
period? If so, why, and what maximum period should be specified? Should the SOP
require certain methods of amortization? If so, why, and what methods should be
required?

We do not believe that the SOP should provide a “bright line” as a maximum period for
amortization or require a particular method of amortization. Companies are better able to
determine an appropriate amortization period and method based on their individual facts
and circumstances.



3. Should impairment of internal-use computer software assets be recognized and
measured in accordance with FASB Statement No. 121, Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of? If so, does this
proposed SOP provide sufficient guidance for entities to recognize and measure
impairment? If not, how should entities recognize and measure the impairment of
internal-use computer software assets?

We do not believe that the impairment recognition criteria of FAS No. 121 is practicable
for these types of assets. These assets would not have specifically identifiable cash flows,
and accordingly, the impairment test would be determined at the entity level.
Consequently, as long as the entity’s total cash flows (undiscounted and without interest
charges) is greater than the carrying amount of all such assets which are grouped in this
manner, it would be extremely difficult to recognize impairment. Instead, we believe that
internal-use software that is not performing its intended use should be written down to the
lower of amortized cost or fair value. Further, the presumption should be that the fair
value is zero, unless there is possible salvage value.

4. This proposed SOP requires capitalization of certain costs of computer software
developed or obtained for internal use, provided that those costs are not research and
development. However, this proposed SOP does not require that an entity meet
technological feasibility criteria (similar to that established in FASB Statement No. 86,
Accounting for the Costs of Computer Software to be Sold, Leased or Otherwise
Marketed) before it begins capitalizing qualifying costs. Should an entity be required to
meet technological feasibility criteria before it may begin capitalizing the costs of
computer software developed or obtained for internal use? If so, what are those criteria?

We do not believe that the technological feasibility criteria of FAS No. 86 should be
applied to these types of costs. The application of the more stringent technological
feasibility threshold as prescribed by FAS No. 86 to internally developed software projects
would result in a far more significant portion of the costs (e.g., coding, testing) being
expensed than we believe is appropriate.

We do believe, however, that implicit in the “probable” criteria of par. 20 of this SOP is
that the software will have the technological capacity to perform its intended function
within an entity’s operating environment. We believe that this is a reasonable threshold
for beginning capitalization of costs. '

3. Is this proposed SOP too broad or too narrow in the kinds of costs that should be
capitalized in the measurement of internal-use computer software assets? Why? What
costs should be included or excluded?

Generally, we agree with the scope of the costs that should be capitalized under the SOP.
However, the final SOP should clearly define the types of payroll-related costs which



should be capitalized. We believe that some companies may capitalize payroll-related
costs including pension, post retirement benefits, medical, etc. while others may not. We
believe these costs should be capitalized as they are a direct cost of the software project
and that the final SOP should provide guidance on this issue to eliminate unnecessary
diversity in practice.

6. Does the SOP provide sufficient guidance to help entities determine whether computer
software is for internal use? Is this guidance appropriate? Why?

The current guidelines are appropriate, however, we believe the final SOP should contain
additional examples regarding certain subprocess costs that would be appropriate for
capitalization. For example, guidance would be helpful on how to account for the costs
related to the development of “conversion software” used to convert existing data to a
new system to allow the new system to function as intended. One could conclude that
since the conversion software only functions during a limited phase and has a relatively
short life, it should be expensed. However, one could also conclude that this conversion
system which is critical to the operation of the new internally developed system is a cost of
implementation and should therefore be capitalized as part of the new internally developed
system. We support the latter conclusion and suggest that appropriate guidance be added
to the SOP.

7. Software is sometimes developed or obtained for both internal use and external
marketing. This proposed SOP requires that if all characteristics for determining
whether computer software is for internal use are not met, the entity must account for the
software in accordance with the guidance in FASB Statement No. 86. However, some
believe that an entity should follow both the guidance in this proposed SOP and FASB
Statement No. 86 when costs of computer software relate to software that will be used
both internally and marketed to others. They believe those costs should be allocated

. between internal-use software and software to be marketed. Do you agree with the
approach in this proposed SOP that requires an entity to follow the guidance in either
this proposed SOP or FASB Statement No. 86, but not both? If not, how should those
costs be allocated?

We agree with the approach as outlined in the SOP. Companies should be required to
follow either the guidance in FAS No. 86 or this SOP for a given software project, but not
both.

8. The proposed SOP provides guidance that distinguishes between computer software
activities that are upgrades or enhancements and activities that are maintenance. Is that
guidance operational?



The SOP’s guidance on distinguishing between upgrades or enhancements and.
maintenance activities is appropriate. We believe that a modification to internal use
computer software that results in significant additional functionality should be capitalized.

We also believe that modifying current information systems to comply with the Year 2000
issue qualifies as a significant upgrade as defined in this SOP and that these costs should
be recognized as an asset. However, the guidance in the SOP runs counter to the position
reached in EITF Issue 96-14, Accounting for the Costs Associated with Modifying

- Computer Software for the Year 2000, and we strongly suggest that AcSEC discuss with
the EITF the need to reconsider the conclusions reached in that Issue.

* %k ¥ %k k %

Again, we thank you for the opportunity to present our comments on the SOP. We would
be pleased to discuss our comments further with members of AcSEC or the AICPA staff.
If you have any questions, please do not hesitate to contact me.
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Mr. Daniel J. Noll

Technical Manager

Accounting Standards Division

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, New York 10036-8775

Subject: Exposure Draft of Proposed Statement of Position on Accounting for the Costs
of Computer Software Developed or Obtained for internal Use (File 4262)

Dear Mr. Noill:

Pfizer welcomes the opportunity to comment on the proposed Statement of Position (SOP),
Accounting for the Costs of Computer Software Developed or Obtained for Internal Use,
dated December 17, 1997.

Pfizer is a research-based, global health care company whose products are available in over
150 countries. The Company’s 1996 net sales were $11 billion and its assets are approxi-
mately $15 billion. ‘

The Company is in general agreement with the Exposure Draft and we welcome its issuance
by providing clarification on this topic and eliminating the diverse accounting practices that
currently exist. Our comments are summarized below and more fully discussed in the attached
document.

Specifically, we agree that the costs of computer software developed or obtained for internal
use be recognized as assets and support the decision of not permitting entities to have the
option of capitalizing or expensing such costs. We' are also in agreement that the proposed
SOP not specify a maximum period for amortization or methods of amortization. We believe
that the decision as to a company’s policies on this should be the responsibility of the entity
with the concurrence of its outside auditors. .

(2
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We do suggest revisions to the proposed SOP in two areas, as follows:

e We believe that the SOP should require that an entity meet technological feasibility
criteria (similar to that established in FASB Statement No. 86, Accounting for the Costs
of Computer Software to Be Sold, Leased, or Otherwise Marketed) before it begins
capitalizing the costs of computer software developed or obtained for intemal use.
We agree with the FASB's Basis for Conclusions in Statement No. 86 and believe that
it also applies to internal-use computer software. We support a more conservative
approach than proposed in the SOP due to the higher risk inherent in the design of
computer software than in the design of other long-lived assets and the greater
potential for write-offs.

e We are in agreement that impairment of intemal-use computer software assets be
assessed, measured and recognized but believe that the guidance provided by FASB
Statement No. 121 is not necessary, or even appropriate, for capitalized computer
software. We believe that the assessment criteria in FASB Statement No. 121,
utilizing cash flow analysis, would be difficult, if not impossible, to apply to internal-use
computer software assets. The future cash inflows expected to be generated by the
software and the future cash outflows expected to be necessary to obtain those
inflows are not easily determinable, if determinable at all. We also believe that the use
of fair value in determining the amount of a write-off, as used in FASB Statement No.
121, generally would not be applicable to capitalized software costs. It seems likely
that interal-use computer software that is not expected to provide substantive service
potential for the entity would not be marketable to another entity. Similarly, we
believe that software, that is under development and is not expected to be completed,
generally will not have any fair value to the entity or be marketable to other entities.
We are of the opinion that in both instances the carrying amount be written off.

The attached document includes a further discussion of our comments on the issues raised in
the “Areas Requiring Particular Attention by Respondents” section of the Exposure Draft.

Very truly yours,

”[‘\ \’V(‘\-\,,/
H. V. Ryan
att.
cc: Mr. D. L. Shedlarz, Senior Vice President - Chief Financial Officer

(L3



AcSEC ED - “Accounting for the Costs of Computer
Software Developed or Obtained for internal Use”

Pfizer inc Response to
“Areas Requiring Particular Attention by Respondents”

Issue 1: Should the costs of computer software developed or obtained for internal use
be recognized as assets? Should entities have the option to capitalize or expense such
costs? Do the benefits of reporting those costs as assets exceed the costs of such
reporting? What are the costs of reporting?

We are in general agreement that the costs of computer software developed or obtained for
intemal use be recognized as assets. We agree that software meets the definition of an asset
as contained in FASB Concepts Statement No. 6, Elements of Financial Statements: “probable
future economic benefits obtained or controlled by a particular entity as a result of past
transactions or events”.

in the interest of consistency among enterprises, entities should not have the option to
capitalize or expense software costs. Software costs greater than an entity determined
materiality level should be capitalized. The expensing of software costs below an entity
established threshold will assure that the benefits of reporting capitalized software costs
exceed the costs of reporting. The costs of reporting include the costs of identifying and
subsequently tracking and amortizing capitalized software costs.

Issue 2: This proposed SOP does not specify a maximum period for amortization or
methods of amortization. Should the SOP specify that amortization should not exceed a
maximum period? If so, why, and what maximum period should be specified? Should
the SOP require certain methods of amortization? If so, why, and what methods should
be required? ‘

We are in agreement that the SOP not specify a maximum period for amortization or methods
of amortization. While we are of the opinion that amortization periods should be relatively
short due to rapidly changing technology, we believe that the decision as to a company's policy
on the amortization period for software and on the method of amortization should be the
responsibility of the entity with the concurrence of its outside auditors.

134



AcSEC ED - “Accounting, for the Costs of Computer
Software Developed or Obtained for Internal Use”

Pfizer inc Response to
“Areas Requiring Particular Attention by Respondents”

Issue 3: Should impairment of internal-use computer software assets be recognized and -
measured in accordance with FASB Statement No. 121, Accounting for the Impairment of

Long-Lived Assets and for Long-Lived Assets .to Be Disposed Of? If so, does this

proposed SOP provide sufficient guidance for entities to recognize and measure

impairment? [f not, how should entities recognize and measure impairment of internal-

use computer software assets?

We are in agreement that impairment of internal-use computer software assets be assessed,
measured and recognized but believe that the guidance provided by FASB Statement No. 121
is not necessary, or even appropriate, for capitalized computer software. The proposed SOP
provides adequate examples of possible impairment of operational software, as well as
examples of the indications that software being developed is no longer expected to be
completed and placed in service.

We believe that the assessment criteria in FASB Statement No. 121, utilizing cash flow
analysis, would be difficult, if not impossible, to apply to intermal-use computer software assets.
The future cash inflows expected to be generated by the software and the future cash outflows
expected to be necessary to obtain those inflows are not easily determinable, if determinable
at all. We believe that, if the intemal-use computer software asset is not expected to provide
substantive service potential, the asset be considered impaired and its carrying amount written
off. Similarly, accumulated costs should be written off when software being developed is not
expected to be completed and placed in service.

Under FASB Statement No. 121, once it has been determined that impairment exists, it is
measured by comparing the carrying amount to the asset'’s fair value. We do not believe that it
is possible to assign a fair value to the asset as required by FASB Statement No. 121. Fair
value is defined in that Statement as the amount at which the asset could be bought or sold in
a current transaction between willing parties. It seems likely that intemal-use computer
software that is not expected to provide substantive service potential for the entity would not
be marketable to another entity. We believe that an entity will either use the software as
intended and carry the asset at amortized cost or will not have use for the software at all and it
will have no fair value. Similarly, we believe that software, that is under development and is
not expected to be completed, generally will not have any fair value to the entity or be
marketable to other entities. Thus, the accumulated balance should be written off. To the
extent an entity can demonstrate that the software is marketable (i.e., that there is a ready and
willing buyer), then the fair value could be offset against the write-off. We do not believe that
there could be a general presumption of marketability such as with a machine or a building.



- AcSEC ED - “Accounting for the Costs of Computer
Software Developed or Obtained for Internal Use”

Pfizer Inc Response to
“Areas Requiring Particular Attention by Respondents”

Issue 4: This proposed SOP requires capitalization of certain costs of computer
software developed or obtained for internal use, provided that those costs are not
research and development. However, this proposed SOP does not require that an entity
meet technological feasibility criteria (similar to that established in FASB Statement No.
86, Accounting for the Costs of Computer Software to Be Sold, Leased, or Otherwise
Marketed) before it begins capitalizing qualifying costs. Should an entity be required to
meet technological feasibility criteria before it may begin capitalizing the costs of
computer software developed or obtained for internal use? If so, what are those criteria?

We believe that the SOP should require that an entity meet technological feasibility criteria
(similar to that established in FASB Statement No. 86, Accounting for the Costs of Computer
Software to Be Sold, Leased, or Otherwise Marketed) before it begins capitalizing the costs of
computer software developed or obtained for internal use. Per FASB Statement No. 86, ‘the
technological feasibility of a computer software product is established when the enterprise has
completed all planning, designing, coding, and testing activities that are necessary to establish
that the product can be produced to meet its design specifications including functions,
features, and technical performance requirements”. We agree with the Board’'s Basis for
Conclusions in FASB Statement No. 86: “In defining those activities in the software product
process that are research and development, the Board used the following definition of
development presented in paragraph 8 of Statement 2 as a frame of reference: . . . the
translation of research findings or other knowledge into a plan or design for a new product or
process or for a significant improvement to an existing product or process whether intended for
sale or use. It includes the conceptual formulation, design, and testing of product altematives,
construction of prototypes, and operation of pilot plants”. Further, we are in agreement with
the Board’'s additional consideration and conclusions in the FASB Statement No. 86 Basis for
Conclusions: “the Board concluded that, until technological feasibility can be objectively
established, the future economic benefits from such coding and testing activities are too
uncertain to qualify for recognition as an asset and should be classified as research and
development” and believe that this applies to intemal-use software as well.

AcSEC's basis for concluding that an entity should not have to meet technological feasibility
criteria before it begins capitalizing computer software costs is that intemal-use computer
software should follow the capitalization principles for long-lived assets, such as construction
of facilities. ACSEC concludes in the proposed SOP that a requirement of technological
feasibility is only appropriate for an inventory model for software that is sold, leased, or
otherwise marketed.

We are of the opinion that there is more risk inherent in the design of computer software than
in the design of other long-lived assets. Therefore, in concurrence with paragraph 8 of FASB
Statement No. 2 quoted by the Board in its Basis for Conclusions in FASB Statement No. 86,
and in support of a more conservative approach due to the higher risk of potential write-offs,
we believe that technological feasibility should be required in this SOP using the same criteria
as in FASB Statement No. 86. :



AcSEC ED - “Accounting for the Costs of Computer
Software Developed or Obtained for Internal Use”

Pfizer Inc Response to
“Areas Requiring Particular Attention by Respondents”

Issue 5: Is this proposed SOP too broad or too narrow in the kinds of costs that should -
be capitalized in the measurement of intemal-use computer software assets? Why?
What costs should be included or excluded?

We are in agreement with the guidance provided in the proposed SOP.

Issue 6: Does the SOP provide sufficient guidance to help entities determine whether
computer software is for internal use? Is this guidance appropriate? Why?

Pfizer generally uses software for intemal purposes only. We are in agreement with the
guidance provided in the proposed SOP.

Issue 7: Software is sometimes developed or obtained for both internal use and external
marketing. This proposed SOP requires that if all characteristics for determining
whether computer software is for internal use are not met, the entity must account for the
software in accordance with the guidance in FASB Statement No. 86. However, some
believe that an entity should follow both the guidance in this proposed SOP and FASB
Statement No. 86 when costs of computer software relate to software that will be both
used internally and marketed to others. They believe those costs should be allocated
between intemal-use software and software to be marketed. Do you agree with the
approach in this proposed SOP that requires an entity to follow the guidance in either
this proposed SOP or FASB Statement No. 86, but not both? If not, how should these
costs be allocated?

Pfizer generally uses software only for intemal purposes. We are in agreement with the
guidance provided in the proposed SOP that if all characteristics for determining whether
computer software is for internal use are not met, the entity must account for the software in
accordance with the guidance in FASB Statement No. 86. We agree with the approach in the
proposed SOP that both the SOP and FASB Statement No. 86 should not be applied to the
same software costs.

Issue 8: The proposed SOP provides guidance that distinguishes between computer
software activities that are upgrades .or enhancements and activities that are
maintenance. Is the guidance operational?

We are in agreement with the guidance provided in the proposed SOP.



WELLS FARGO & COMPANY

FRANK A. MOESLEIN . 343 Sansome Street
Executive Vice President Apnl 15, 1997 San Francisco, CA 94163
and Controlier

Mr. Daniel Noll, Technical Manager .
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

RE: File 4262
Proposed Statement of Position
“Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use”

Wells Fargo & Company is a bank holding company whose principal subsidiary is Wells
Fargo Bank, NA. We appreciate this opportunity to comment upon the AICPA’s
Exposure Draft (ED) on accounting for the costs of computer software. All references to
paragraph numbers are to those in the ED, unless another source is specifically indicated.

Wells Fargo objects to the proposal to require all (nongovernmental) entities to perform
the assessment of costs incurred for computer software developed for internal use, as
proposed in the ED, and to capitalize software costs that meet the criteria. We believe
that the situations where the case for capitalization is convincing is the exception, not the
rule. However, as the price for the exceptional situation, all entities will now incur
incremental costs to accommodate those limited situations, even if all software costs ina
given period are ultimately determined to be expenses under the criteria.

The incremental costs consist of changing or adding to management’s existing
monitoring practices in order to capture specified costs not only by project but also, by
component or module (§9) and by stage. This will include the use of management time to
assess when efforts are in one of the various categories and to debate the general
definitions that delineate the accounting treatment (10, Y16, etc.) and define the
undefined terms necessary to apply the proposal.” Costs will also arise from the need to
establish and maintain internal controls, for example, to determine employee time is
properly coded to projects that are in a capitalizable category, since this information
generally cannot be recreated if not properly captured as events occur.

The incremental costs of compliance, in our view, do not provide a proportionate increase
in “information value” to shareholders and users of financial statements. Rather, this is
primarily an addition to the accounting burden. So that users of financial statements can
be assured of the treatment given these types of expenditures (resolve concerns about
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diversity in practice), all such costs should be expensed as incurred (as the service is
rendered). Since management can control when services are rendered, the accounting
cost related to obtaining software is reduced to that of the typical and existing budget
process.

Given the current level of use of electronic data processing (for internal use, as defined in
the ED), “software” development is an ongoing, core expense for most businesses. These
efforts largely create value for future periods regardless of whether they are upgrades,
enhancements or new applications, but nothing is gained by trying to convert that
philosophy into accounting measurements based on traditional tangible or fixed asset
accounting. Furthermore, we are concerned by the precedent that will be set if this ED is
adopted. Analogies will be made to it to support capitalizing other consulting and
employee compensation (soft) costs that “support the operations of the company” (]58)
and benefit future periods, but are not currently capitalized or deferred. There is no need
to open the door to these kinds of debates. In SOP 93-7 (Advertising Costs), AcSEC has
already rejected the idea that such costs are assets unless they can be directly tied to
specific, incremental revenues. Therefore, we believe that AcSEC should reaffirm that
general approach for software costs (FAS 86, “Accounting for the Costs of Computer
Software to be Sold, Leased, or Otherwise Marketed,” adequately delineates situations
‘where software costs should not be immediately expensed).

We agree with AcSEC’s conclusion that no additional disclosure (beyond APB Oplmon
No. 22) is needed.

We believe the additional areas for which comments are specifically requested in the ED,
which we have not commented on, are indicative of the subjectivity and difficulty that
will arise from capitalization. These are additional examples of matters which in turn
distract management from running the business in order to address accounting issues that
need not exist in the first place. Thus, we have not provided comments beyond the core
issue. We appreciate the effort that AcSEC has devoted to this topic in order to deal with
questions raised about the proper accounting treatment. AcSEC has documented that a
discussion of how software should be accounted for was necessary. And, we believe
AcSEC has provided a valuable service by framing the issue and providing a forum for
due process. Having seen the support for capitalization, we do not find it compelling.
The analogy to the conventional interpretation of the definition of “assets” is strained.
Therefore, if a decision is needed on this matter, then this is an ideal opportunity to take
the route that supports simplicity, consistency and cost effective administration of the
accounting process.

Thank you for the opportunity to present our views. We will be pleased to discuss any of
these issues or respond to questions you may have with respect to our comments.

Sincerely,
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Tel 212 512 4819 and Controller
The McGraw-Hill Companies
April 14, 1997
Mr. Daniel Noll
Technical Manager

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775

Re: File Reference 4262
Accounting for the Costs of Computer Software Developed or Obtained
for Internal Use

Dear Mr. Noll:

The McGraw-Hill Companies appreciates the opportunity to comment on the proposed
. Statement of Position (SOP), Accounting for the Costs of Computer Software Developed or
Obtained for Internal Use

We support the American Standards Executive Committee’s (AcSEC) proposal to capitalize
the costs to develop or purchase software for internal use. Our preference would be to permit
capitalization but not require it because of the more conservative policy to expense these
costs. However, we do recognize that AcSEC’s intent is to reduce diversity in practice for
comparability among companies and for this reason support required capitalization.

We are concerned about the proposed use of the conceptual formulation stage as the start of
deferral of costs. We believe that the technological feasibility threshold prescribed by
Financial Accounting Standards Board (FASB) Statement No. 86 should be applied to internal
use computer software as the starting point for capitalization. We don’t believe that there
should be two standards, one for software to be marketed and one for internal use. The lower
threshold will result in more research and development costs ending up in the balance sheet.

With regard to capitalizable costs, we believe that only incremental, direct costs should be
capitalized. These costs would include outside consultants.and professionals, employees
hired for a specific project but will either be terminated at its completion or used elsewhere
within a company, purchased software and other incremental costs directly related to a
project. The inclusion of costs that are not incremental would only be appropriate to an
inventory model. For this same reason, we also agree with the proposal that general
andadministrative costs, overhead costs and training costs should not be capitalized.
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We are also concerned about the proposed application of FASB Statement No. 121 for
determining impairment. Under Statement No. 121, companies are required to estimate future
cash flows to determine if an asset is impaired, but there are no cash flows directly associated
with internal use software. In practice, we believe that impairment would be recognized when
the decision is made to replace the software earlier than anticipated.

With regard to the subsequent sale. of internal use software, the SOP would prohibit any
revenue recognition until all capitalized costs were recovered. We know of no conceptual
basis for this proposed requirement. It appears that the intent is to penalize a company
because it has subsequently determined that it could market its internal use software or,
perhaps, in anticipation that some companies would account for software costs under the
proposed SOP for software they had planned to sell. We believe the better approach is to
apply the technological feasibility threshold for capitalization under Statement No. 86 and to
only permit the capitalization of incremental, direct costs.

Sincerely,

s /C //4%447
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Mr. Daniel Noll

Technical Manager
Accounting Standards

File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775

SUBJECT:

Exposure Draft for the Proposed Statement of Position “Accounting For the Costs of
Computer Software Developed or Obtail_led for Internal Use”

The Corporate Financial Reporting Department for Motorola, Inc. welcomes and appreciates the opportunity to
express its views relative to the Accounting Standards Executive Committee’s Exposure Draft for “Accounting For
the Costs of Computer Software Developed or Obtained for Internal Use” dated December 17, 1996.

Issue #1

Issue #2

Should the costs of computer software developed or obtained for internal use be recognized as
assets? Should entities have the option to capitalize or expense such costs? Do the benefits of
reporting those costs as assets exceed the costs of such reporting? What are the costs of

reporting?

We believe entities should have the option to either capitalize or expense the costs incurred
for internal use software. Each entity should be able to establish the thresholds at which
capitalization would begin. The proposed SOP is requiring all internal use software to be
capitalized as long-lived assets. Given the ever-changing technological environment, we do
not believe all internal use software should be recorded as amortizable, long-lived assets. If
an entity expects to derive benefits from such software for an extended period of time, it will
invest considerable funds in acquiring-or developing the software. Only after this point
should the software be deemed long-lived and be subject to the proposed SOP.

‘We believe incremental costs would be incurred with the capitalization of such
expenditures. However, incurrence of these costs was not a key factor in our overall
position that entities should have flexibility based on their business needs and specific
aspects of the software developed for internal use to either recognize the costs as period
expense or long-lived assets. ’

The proposed SOP does not specify a maximum period for amortization or methods of
amortization. Should the SOP specify that amortization should not exceed 2 maximum period?
If so, why, and what maximum period should be specified? Should the SOP require certain
methods of amortization? If so, why, and what methods should be required?

We support the Committee’s conclusion that the proposed SOP should not specify a
maximum amortization period as each entity is in a better position to determine an
appropriate useful life and amortization method.
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" Issue #3

Issue #4

Issue #5

Issue #6

Issue #7

Should impairment of internal-use computer software assets be recognized and measured in
accordance with FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets
and for Long-Lived Assets to Be Disposed Of? If so, does this proposed SOP provide sufficient
guidance for entities to recognize and measure impairment? If not, how should entities recognize
and measure the impairment of internal-use computer software assets?

We believe FASB Statement No. 121 should only be applied to internal software acquisitions
or developments recorded as amortizable, long-lived assets. Impairment becomes more of
an issue for such large software acquisitions or project developments occurring over
extended periods of time. Therefore, the guidance of Statement 121 would be applicable.
As such, the proposed SOP need not provide further guidance other than what is prescribed
in paragraphs 28 and 29. '

This proposed SOP requires capitalization of certain costs of computer softiware developed or
obtained for internal use, provided that those costs are not research and development. However,
this proposed SOP does not require that an entity meet technological feasibility criteria (similar
to that established in FASB Statement No. 86, Accounting for the Costs of Computer Software to
Be Sold, Leased, or Otherwise Marketed) before it begins capitalizing qualifying costs. Should
an entity be required to meet technological feasibility criteria before it may begin capitalizing the
costs of computer software developed or obtained for internal use? If so, what are those criteria?

We believe technological feasibility criteria should be met only for software developed, as
opposed to obtained, for internal use. The criteria in Statement 86 mirrors the Program
Instruction Stage of paragraph 16 of the proposed SOP. Therefore, we believe the second
criteria for capitalization in paragraph 20 should require capitalization only after the
completion of the Program Instruction Stage when technological feasibility has been
established.

Is the proposed SOP too broad or too narrow in the kinds of costs that would be capitalized in the
measurement of internal-use computer software assets? Why? What costs should be included or
excluded?

We agree with the kinds of costs the proposed SOP includes for and excludes from
capitalization.

Does the SOP provide sufficient guidance to help entities determine whether computer software
is for internal use? Is this guidance appropriate? Why?

We believe the guidance to determine whether computer software is for internal use is
sufficient.

Software is sometimes developed or obtained for both internal use and external marketing. The
proposed SOP requires that if all characteristics for determining whether computer software is for
internal use are not met, the entity must account for the software in accordance with the guidance
in FASB Statement No. 86. However, some believe that an entity should follow both the
guidance in the proposed SOP and FASB Statement No. 86 when the costs of computer software
relate to software that will be both used internally and marketed to others. They believe those
costs should be allocated between internal-use software and software to be marketed. Do you
agree with the approach in the proposed SOP that requires an entity to follow the guidance in
either the proposed SOP or FASB Statement No. 86, but not both? If not, how should those costs
be allocated?

We agree with the Committee’s conclusion that an entity should either follow the guidance



in the proposed SOP or Statement 86, but not both. In addition, we agree with the proposed
SOP’s requirement that an entity which capitalizes costs of internal use software and
subsequently sells the software should defer the earned revenue until the capitalized
software costs are fully recovered.

Issue #8 The proposed SOP provides guidance that distinguishes between computer software activities that
are upgrades or enhancements and activities that are maintenance. Is that guidance operational?

We believe the guidance distinguishing between computer software activities which are
upgrades/enhancements and maintenance is operational.

Again, we thank the Committee for the opportunity to present our comments on this proposed SOP.

Sincerely,

/s/ Ken Johnson

Ken Johnson

Corporate Vice President,
Controller and Director of Audit
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Subject: Response to Exposure Draft, Accountlng for the Costs of Comp

------------------------------------ Message Contents --------c----cmmccmm e e e e e e em e o

I have proVided our (USAA, 9800 Fredericksburg Road, San Antonio, TX 78288)
response to your solicitation for comments below:

(1) #should the costs of computer software developed or obtained for
internal use be recognized as assets?

es. FASB Statement of Concepts 6, paragraph 25 states that: "Assets are
probable future economic benefits obtained or controlled by a particular
entity as a result of past transactions or events." Historically,
internally developed software has provided future economic benefits.
Additionally, internally developed software is controlled by the entity
that developed it. What differentiates software from more tangible
property like real estate or equipment is the fact that it is intellectual
property. As the world economy migrates to a more service oriented economy
an asset of this type will become more common.

(1) #Should entities have the option to capitalize or expense such costs?

#No. Companies should be required to capitalize these costs if they
provide a future economic benefit. The impetus for writing this SOP was
because of the diversity in practice among reporting companies. According
to FASB Statement of Concepts 2, paragraph 112 states: "The difficulty in
making financial comparisons among enterprises because of the use of
different accounting method has been accepted for many years. as the
principal reason for the development of accounting standards." Having all
companies capitalize this software establishes consistent application of
accounting information which is very useful when benchmarking and comparing
companies.

Do the benefits of reporting those costs as assets exceed the costs of such
reporting?

#Y¥es. Depending on the cost of the software. Most companies have a fixed
asset system in place and if a company has an internal information services
area, they usually have project tracking that monitors each phase of
software development. Therefore, the costs associated in tracking and
reporting capitalization of software are minimal if the costs of the
software exceeds a certain dollar threshold.

What are the costs of reporting?
#Pprimarily administrative.

(2)28This proposed SOP does not specify a maximum period for amortization or
methods of amortization. Should the SOP specify that amortization should
not exceed a maximum period? If so, why, and what maximum period should be
specified? Should the SOP require certain methods of amortization? If so,
why, and what methods should be required? Paragraph 75 prov1des the basis
for AcSEC's conclusions.

No. There are many types of software with varying degrees of useful life.
There may be some software that exceeds the "normal" useful life expectancy
of perhaps your average software. This may occur with a major development
project that develops a system that is expected to be in place for a number
of years. Each company is the best judge on the expected useful life of
the software placed in service.

(3)¥Should impairment of internal-use computer software assets be
recognized and measured in accordance with FASB Statement No. 121,
Accounting for the Impairment of Long-Lived Assets and for Long-Lived
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Assets to Be .Disposed Of?

BYes.

If so, does this proposed SOP provide sufficient guidance for entities to
recognize and measure impairment?

In general, yes. However, in example 4 in paragraph 28 on page 11 it is
unclear as to which costs are impaired. A project may exceed the amount
originally expected to develop or modify the ‘software but that does not
necessarily mean that impairment should be recognized.

If not, how should entities recognize and measure the impairment of
internal-use computer software assets?

/A

(4) ¥This proposed SOP requires capitalization of certain costs of computer
software developed or obtained for internal use, provided that those costs
are not research and development. However,.this proposed SOP does not
require that an entity meet technological feasibility criteria (similar to
that established in FASB Statement No. 86, Accounting for the Costs of
Computer Software to Be Sold, Leased, or Otherwise Marketed) before it
begins capitalizing qualifying costs.

Should an entity be required to meet technological feasibility criteria
before it may begin capitalizing the costs of computer software developed
or obtained for internal use?

No. A company should be able to capitalize costs after the Preliminary
Project Stage described in paragraph 16. At this point of the project, all
alternatives have been researched and reviewed. If a decision to proceed
to the Program Instruction Stage is reached, also described in paragraph
16, it is probable that the project will proceed through the Implementation
Stage and management commits resources to that project. A company should
not have to wait until the Implementation Stage to begin capitalizing
costs.

If so, what are those criteria?

/A

(5) $Is the proposed SOP too broad or too narrow in the kinds of costs that
should be capitalized in the measurement of internal-use computer software
assets?

S
gNo.
Why?

Paragraph 26 is fairly explicit regarding what costs should and should not
be capitalized.

What costs should be included or excluded?

B/a

(6) $Does the SOP provide sufficient guidance to help entities determine
whether computer software is for intermal use?

ﬂﬁYes.

§Is this guidance appropriate?

ﬁﬁYes.
2

The guidance is appropriate because both characteristics of paragraph 11
must be met for software to be categorized as internal-use software.

(7) Bsoftware is sometimes developed or obtained for both internal use and
external marketing. This proposed SOP requires that if all characteristics
for determining whether computer software is for internal use are not met,

[ 36
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FASB Statement No. 86. However, some believe that an entity should follow
both the guidance in this proposed SOP and FASB Statement No. 86 when costs
of computer software relate to software that will be both used internally
and marketed to others. They believe those costs should be allocated
between internal-use software and software to be marketed. Do you agree
with the approach in this proposed SOP that requires an entity to follow
the guidance in either this proposed SOP or FASB Statement No. 86, but not
both? ’

B

es.

If not, how should those costs be allocated?

/A

(8) ¥The proposed SOP provides guidance that distinguishes between computer
software activities that are upgrades or enhancements and activities that
are maintenance. Is that guidance operational?

Yes. However, upgrades and enhancement projects will have to be carefully
monitored to ensure that they truly add significant functionality to the
software. We foresee that there may be opportunity for abuse if not
monitored on an individual basis.

If you have any questions or need additional information, please give me a
call at 210-498-7329.



FEDERAL COMMUNICATIONS COMMISSION -
WASHINGTON, D.C. 20554

IN REPLY REFER TO:
1600E1

April 16, 1997

Mr. Daniel Noll

Technical Manager, Accounting Standards, File 4262
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Noll:

The staff of the Accounting and Audits Division ("Division") of the FCC's
Common Carrier Bureau has reviewed with great interest the Accounting
Standards Executive Committee's ("AcSEC") Exposure Draft Proposed Statement
of Position ("SOP"), regarding Accounting for the Costs of Computer Software
Developed or Obtained for Internal-Use. The Division has responsibilities for
maintaining the Uniform System of Accounts for telecommunications companies,
which is the regulatory accounting system prescribed by the FCC for telephone
companies. The Division has a particular interest in accounting and reporting
matters that have a significant impact on the operations and accounting of
regulated telephone companies. This issue is very important to the FCC because
telephone companies have significant investment in computer equipment
associated with digital switches. If companies are required to revise their
accounting procedures to the extent that software associated with their switches
and other network components is capitalized, their shifts in computer software
expense may be significant.

The Division staff concurs in most respects with the proposed SOP and
proposes minor additions to the proposed SOP guidelines. These proposals
represent the opinion of individual members of the Division staff and do not
convey the position of either the FCC or its Common Carrier Bureau.

We agree with the proposed SOP that the costs of computer software
developed or obtained for internal use should be recognized as assets based on
AcSEC's conclusions -- that the costs are specifically identifiable, have
determinate lives, relate to probable future economic benefits and meet the
recognition criteria of definitions, measurability, relevance, and reliability. We also



agree that entities should not have the option of capitalizing or expensing such
costs. The purpose of the proposed SOP is to develop authoritative guidance in
order to minimize the lack of consistency-and uniformity that currently exists. We
believe that, for telephone companies, the benefits of reporting those costs as
assets, such as increased consistency and comparability of accounting
information, exceed the costs of such reporting. We believe that, under the
proposed SOP, telephone companies will not incur additional reporting costs,
because reporting costs will not vary appreciably whether the software is
expensed or capitalized.

We recommend that the proposed SOP specify a maximum recovery period
for the amount capitalized. We recommend that the guidelines for specifying a
maximum recovery period of amortization be generally based on the life of the
associated hardware/equipment. For example, under such guidelines, the ‘
maximum amortization period for digital software included in a telephone switch
would not exceed the useful life of the telephone switch which is approximately
15 years. Similarly, the software maintained on general purpose computers
would not exceed 5-7 years which is their current useful life. We believe that, for
telephone companies, the useful life of software generally corresponds to the
useful life of the associated hardware/equipment. Again, we believe that
establishing uniform accounting guidelines will result in greater consistency and
comparability of accounting information among entities.

The guidance provided in the proposed SOP that is used to distinguish
computer software upgrades or enhancements from maintenance should be more
precise and should establish a standard based on increased functionality. We
recommend that the proposed SOP be revised to clarify that if the new software
provides new features or functions, it should be regarded as an upgrade and
capitalized. If, however, new features or functions are not provided, the software
should be regarded as maintenance and expensed. For example, if a telephone
company replaces the switch software with new software that adds features such
as call waiting or cali forwarding, the cost of the new software would be
capitalized. On the other hand, if the company replaces the switch software with
new software that provides essentially the same functions and features as the old
software, the cost would be expensed. We also recommend that the proposed
SOP be revised to state that the amortization period for all such upgrades or
revisions be equal to the remaining life of the associated telephone switch
including the initial software. The proposed SOP in Appendix A provides examples
that illustrate whether computer software should be classified as internal-use. We
recommend that the proposed SOP be revised to include an appendix with
examples that illustrate computer software activities that should be classified as
upgrades as well as those that should be classified as maintenance activities.

In conclusion, we fully support the proposed SOP and believe that it will



provide consistent and uniform accounting guidance. We appreciate the
opportunity to provide our comments. If you have any questions concerning this
matter, please contact Brett Kissel at (202) 418-0391 or Tom Quaile at (202)
418-0838.

Sincerely,

Kenneth Moran ‘
Chief, Accounting and Audits Division
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April 16, 1997

Mr. Daniel Noll, Technical Manager

Accounting Standards, File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

We have reviewed the exposure draft of the proposed Statement of Position (SOP) Accounting
for the Costs of Computer Software Developed or Obtained for Internal Use. We appreciate
the opportunity to respond to this proposed SOP. In general, we support the SOP and believe
it will enhance financial reporting. Our comments on the issues specifically raised and other
aspects of the exposure draft are summarized below.

Issue 1 - In our view, computer software developed or obtained for internal use should be
recognized as an asset. Entities should not have the option to capitalize or expense such
costs, as this would diminish consistency and comparability in practice. However, we believe
the SOP should specifically state that entities may select a reasonable dollar threshold under
which project costs need not be capitalized. We believe the benefits of capitalizing and
reporting software costs will exceed the costs of such reporting provuded that reasonable
thresholds may be established.

Issue 2 - We support a maximum amortization period of eight years. This would provide
uniformity and establish some level of conservatism. Recognizing the rapid advancements in
technology, it is generally not reasonable to assume the useful life of computer software will
extend into the distant future. Also, we believe that amortization of a given software
component/module should begin when testing is substantially complete and the component
is capable of performing a function. If functionality is dependent on the completion of other
components, amortization should not begin until such components are ready for their intended
use. Finally, we recommend that the SOP advocate straight line depreciation, as the service
utility of a software asset is generally constant over its useful life.

Issue 3 - We believe the impairment of software assets should be recognized and measured
in accordance with FASB Statement No. 121, Accounting for the Impairment of Long-Lived
Assets and for Long-Lived Assets to be Disposed of. We believe FASB Statement No. 121
provides sufficient guidance for this accounting.

Issue 4 - We agree with the AcSEC position that the technological feasibility criteria applied
in FASB Statement No. 86 is not applicable to computer software developed or obtained for
internal use. Furthermore, we concur that cost capitalization should be initiated based on the
criteria stated in paragraph 20 of the SOP.




Issue 5 - We believe that additional guidance is needed regarding the type of costs that should
be capitalized. We recommend that the SOP be expanded to state that:

o The payroll-related costs (vacation, sick, etc.) of data processing professionals should
be capitalized only if such professionals are largely dedicated to the development
project.

o The payroll and payroll-related costs of "user" personnel (e.g. user testing) should be
capitalized only if the users are fully dedicated to the development project and such
costs are incremental.

o The costs of incremental training required by data processing professionals to develop
and implement the computer software should be capitalized.

o The costs to develop formal user training programs and permanent training
documentation that has a life expectancy equal to that of the computer software
should be capitalized.

o The incremental costs to install the computer software into the production
environment, including the costs to convert/transfer data from old to new systems
should be capitalized.

We also recommend that the SOP identify costs that should not be capitalized. In our view,
the SOP should state that:

o The costs of initial project scoping, including system requirements definition, should
not be capitalized. .

o Corporate overhead costs, including general overhead of the IS function (routine
training of IS personnel, hardware depreciation/rental expense, etc.) should not be
capitalized.

o The costs of training time (trainer and trainee) to provide instruction on use of the
computer software should not be capitalized (because future periods benefitted
cannot be determined). :

Issue 6 - We believe the SOP provides sufficient guidance to help entities determine whether
computer software is for internal use.

Issue 7 - We agree that costs for a given computer software project should not be allocated
between internal-use software and software to be marketed. Guidance in the proposed SOP
should be applied at the software component or module level to determine which condition
is most applicable. The corresponding accounting treatment prescribed by the proposed SOP
or FASB Statement No. 86 should then be followed.

Issue 8 - We agree that maintenance activities should be expensed as incurred and significant
upgrades and enhancements should be capitalized. However, we believe that additional
guidance is needed to adequately distinguish between maintenance and enhancement
activities. We suggest that the SOP be expanded to include the following:

o Once a system is installed and operational, costs should be considered betterments,

-2.



and hence capitalized, only if both of the following are met:

- The system’s functionality is substantially improved.
- The modification effort/cost is clearly incremental to the normal/historical ievel
of support.

o |If an activity has characteristics of both a betterment and normal
maintenance/support, such activity should be treated as. period expense.

o Costs to develop and/or install a new release of existing software should be
expensed, unless functionality is significantly improved and project costs are both
incremental and significant.

In keeping with the spirit of FASB Statement No. 121, we believe the SOP should specifically
require write-off of value associated with components/modules of the existing software that
have been replaced or redesigned by the upgrade or enhancement.

Finally, we recommend that the SOP specifically state how conclusions reached in Emerging
Issues Task Force Issue No. 96-14, regarding year 2000 costs, are consistent with the general
provisions of the SOP. Perhaps footnote 2 on page 14 should be expanded to say that year
2000 costs are generally incurred to maintain existing functionality, and thus, should be
expensed. Software life extensions resulting from year 2000 work are generally incidental to
the maintenance of existing functionality.

Other Issues

Scope - We believe conversion tasks are an integral part of system implementation and that
accounting for such costs should be included within the scope of the proposed SOP.
Capitalization of these costs should generally follow the guidelines stated in paragraph 26,
Capitalizable Costs, of the SOP. It is our opinion that costs to convert data from old to new
systems represent installation costs that are required for the new system to perform its
intended function and generate incremental benefits. This is consistent with fixed asset
accounting, where all costs incurred to purchase, install and ready an asset for service are
capitalized.

Disclosures - In our view, the SOP should specifically require disclosure of total computer
software costs capitalized during each period for which an income statement is presented and
the associated amortization period for such costs.

Again, we appreciate the opportunity to offer comments on the proposed SOP. If we can
provide further information regarding our comments, please call Mark Osterberg at
612-726-7298. ‘

Jitf //
Mark W. Osterberg

Vice President & Chief Accountant
Northwest Airlines, Inc.
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Mr. Daniel Noll

Technical Manager Accounting Standards
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Re: AICPA AcSEC File 4262

Dear Mr. Noll,

The United States Telephone Association (USTA) is the major trade association of the
local exchange carrier industry. With approximately 1,100 telephone companies in its
affiliation, USTA members currently provide nearly all access lines in the United States.
We respectfully submit comments on the Accounting Standards Executive Committee’s

(AcSEC) Exvosure Draft (ED) of the Rmm&ammmm_Ammng

December 17 1996 Tms letter outlmes USTA s general concerns and suggestions and
provides a brief summary of the Attachment which details USTA’s comments on the eight
specific issues requested by this ED. These comments demonstrate that:

. the accounting for the cost of internal-use software proposed by SOP is
. contrary to the current predominant industry practice of expensing

. there currently is ample authoritative guidance addressmg the accounting
for internal-use software without this SOP

. this SOP is at odds with Generally Accepted Accounting Priniciples
(GAAP) currently prescribed for internal-use software

. it is virtually impossible to assign accurate economic lives to internal-use
software
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. application of SFAS No. 121 Accounting for the Impairment of Long-Liv
Ass d for Long-Lived Assets to Be Disposed Of to internal-use
software costs capitalized under this SOP is not viable

. the accounting proposed by this SOP for internal-use software will not
provide more meaningful financial data

. the accounting for internal-use software proposed by this SOP will be costly
to implement

Also, USTA has added, for clarity, specific comments on the accounting for internal-use
software prescribed by the FCC for the telecommunications industry (see Item 9 of
Attachment).

This ED (consistent with most SOPs) requires implementation prospectively for fiscal
years beginning after December 15, 1997 and is applicable to costs incurred in those fiscal
years, including costs of those projects in progress upon initial application of the SOP.
Further, this ED requires that costs incurred prior to the initial application of the SOP,
whether capitalized or expressed, will not be adjusted. This SOP proposes to change the
predominant industry practice of expensing internal-use software, which follows current
GAAP. Since the SOP requires entities to discontinue this predominant accounting
practice and capitalize the cost of internal-use software, this change by definition is
considered a change in accounting principle.

This prospective implementation for a change in accounting principle is contrary to
Accounting Principles Board Opinion No. 20, Accounting Changes (APB No. 20). APB

. No. 20 states that "a change in accounting principle results from adoption of a generally
accepted accounting principle different from the one used previously for reporting
purposes. A characteristic of a change in accounting principle is that it concerns a choice
from among two or more generally accepted accounting principles.” Paragraph 18 states,
"the Board concludes that most changes in accounting should be recognized by including
the cumulative effect, based on a retroactive computation, of changing to a new accounting
principle in net income of the period of the change..." Thus the ED appears to be at odds
with current GAAP requirements for reflecting changes in accounting principle.

The Financial Accounting Standards Board (FASB) would normally issue an exposure
draft to promulgate a change in accounting principle. An ED by the FASB would provide
complete details on disclosures required, afford a full due diligence process, and collect
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complete cost / benefit facts prior to implementation. A change in accounting principle
should be accounted for by recording the cumulative effect of this change in the financial
statements, thus making the financial statements comparable from an industry and analyst
standpoint. This SOP, with prospective application, would make the financial statements
incomparable and will lead to inconsistent financial data for “soft assets” currently under
development (i.e., only partial recognition of these “soft assets” on the balance sheet).

This treatment will also result in further non-comparability of software costs in the
financial statements and the increased amount of “soft assets” on the balance sheet would
lead to increased skepticism on what value to put on a company. If the accounting
proposed by this ED is not treated as a change in accounting principle, cost of multi-year
projects will be accounted for as both capital and expense (i.e., capital in the period of
adoption, but expense in the prior period). If assigning meaningful lives to undivided
software projects is an arbitrary exercise, assigning meaningful lives to portions of projects
is a futile exercise.

In addition to the change in accounting principle for internal use software pointed out above,
USTA'’s detailed response to the eight specific issues outlined by the ED are summarized
below.

First, the accounting proposed by this SOP for the cost of internal-use software is contrary to
existing GAAP (i.e., the predominant industry practice of expensing these costs). Also,
USTA’s comments provide evidence that the telecommunications industry has consistently
followed the predominant practice of expensing costs of internal-use software in the period
incurred.

Second, the stated need for this SOP is the perceived lack of authoritative literature on the
accounting for the cost of software obtained or developed for internal-use and the growing
magnitude of these software costs. USTA’s comments point out that the FASB provided
specific guidance on this issue when it issued Statement of Financial Accounting Standard
No. 86, Accounting for the Costs of Computer Software to Be Sold, Leased, or Otherwise
Marketed (SFAS No. 86), in August 1985. Appendix B, Paragraph 26 of SFAS 86 states in
essence that the predominant industry practice at that time was to expense the cost of
internal-use software, and the Board did not find that practice unacceptable. USTA’s
comments point out that this authoritative guidance is clear and that this change in
accounting for the cost of internal-use software proposed by this SOP is not needed.
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Third, USTA’s comments address the AcSEC’s belief that internal-use software costs should
be capitalized because the software is used for more than one accounting period. USTA’s
position (similar to all the comments on research and development costs in SFAS No. 2
Appendix B) is that the life of software cannot be accurately measured or determined.
USTA’s comments are consistent with AT&T’s position on this issue in its comments
submitted to the FCC in 1985 and is consistent with the Software Publishers Association’s
(SPA) position on this issue expressed in its letter to the FASB Chairman dated March 14,
1996. Although developed over a decade apart, their positions are the same; the future
economic benefits associated with software are tenuous and of a highly questionable nature
because the periods benefited are indeterminable; software is in a continuous state of change;
and the pace of that change is accelerating. Therefore, USTA believes these “soft costs”
should continue to be expensed and should not be deferred on the balance sheet to future
periods.

Fourth, USTA’s comments address the measurement of the impairment of internal-use
software capitalized under the accounting proposed by this SOP. USTA points out that the
accelerated pace of new software development, coupled with the rapid rate of change in
software, and the lack of any identifiable software related revenue stream make it virtually
impossible to apply new measurement criteria in SFAS No. 121. These same factors
(accelerated pace of development and rapid pace of change) make it impossible to develop
new standards to measure the impairment of internal-use software. USTA believes that one
cannot apply SFAS No. 121 to “soft assets” which have been assigned arbitrary economic
lives.

Finally, our comments address the relevancy issue by providing an analysis of the impact this
proposal would have had on industry financial data if software purchased (note that internally
developed software costs are not known) for internal use had been capitalized for the period
1-1-93 through 12-31-96. This analysis shows, based on a three year amortization period,
(three years is the arbitrary period used in the illustration) the change in accounting principle
proposed for software by the SOP would have resulted in a decrease in the industry level of
software expense of under two tenths of one percent for 1996. Also, capitalization of
software purchased for internal-use would have resulted in net capitalized “soft assets” of
about $2.6 billion, which is approximately two and a half percent of total industry net assets
of $124 billion at 12-31-96.

USTA believes this proposed SOP is unnecessary. Its members currently follow the
predominant practice of expensing the cost.of internal use software. This practice continues
to be the preferred accounting for internal-use software because the applications and
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technology for both network and non-network internal-use software is constantly changing.
This practice has been incorporated into the FCC’s Part 32 accounting rules as GAAP. .
Accordingly, USTA urges the AcSEC not to reverse the long standing predominant practice
of expensing the cost of internal-use software in favor of the fixed asset model proposed by
the ED. That model can only result in the capitalization of costs that, in terms of future .
economic benefits, are of a tenuous and questionable nature and if capitalized will be
amortized over an arbitrary period because the life of the software is not readily

determinable.

USTA will be pleased to discuss our comments or provide any additional information that
you believe would be helpful. We thank you for the opportunity to comment on this
proposed SOP.

Sincerely,

The United States Telephone Association
by

Porter E. Childers
Executive Director,
Legal and Regulatory Affairs
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Mr. David Noll, Technical Manager

Accounting Standards, File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

RE: EXPOSURE DRAFT ON “ACCOUNTING FOR THE COSTS OF COMPUTER
SOFTWARE DEVELOPED OR OBTAINED FOR INTERNAL USE”

Dear Mr. Noll:

The LTV Corporation is pleased to offer its comments concerning this proposed Statement of
Position. We support the conclusions reached in the Exposure Draft with the need for further
clarification of some items.

The Exposure Draft states in paragraph 10 that “Accounting for costs of reengineering operations,
which often are associated with new or upgraded software applications, is not included within the
scope of this SOP. Similarly, accounting for costs of converting data from old systems to new
systems is excluded from the scope of this SOP.” We believe, based on our experience, that
reengineering and legacy system conversion costs are integral to the development of new software
systems and as such, these costs, in most cases, cannot be segregated.

LTV believes that reengineering and converting legacy systems, although not currently considered
part of the scope of the Exposure Draft, should be included. Reengineering and conversion of
legacy systems to maximize the benefit and functionality of new software systems are an integral
part of implementation and quite often a significant portion of the cost of the entire project. The
- - significance of these costs and the inability to separate them from new software costs leads us to
believe that the capitalization of these costs is the appropriate accounting treatment. The current
diversity of practice related to the reengineering and conversion costs will continue without
clarification. If these costs are not included in the scope of this SOP, we believe that more
definitive clarification should be provided on the costs to be included.

We thank you for the opportunity to provide our comments on this Exposure Draft. If we can offer
any assistance in further discussions on the Exposure Draft, please contact me directly at
(216) 622-4583.

Vice President & Controller

THE LTV CORPORATION = LTV STEEL BUILDING - POST OFFICE BOX 6778 » CLEVELAND, ORIO 44101 - TELEPHONE (216) 622-5000
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Mr. Daniel Noll, Technical Manager

Accounting Standards, File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Ameritech Corporation is pleased to submit its comments regarding the Accounting Standards
Executive Committee (AcSEC) exposure draft of the proposed Statement of Position (SOP) that
addresses the accounting for the costs of internal-use software. Ameritech is a
communications company with annual revenues over fourteen (14) billion dollars and assets
over twenty-three (23) billion dollars. As a communications company, Ameritech incurs
significant costs each year to develop and purchase software that is necessary to provide
communications services.

Ameritech does not agree with ACSEC's proposal that the costs of all computer software
developed or obtained for internal use should be recorded as assets. We believe that a
company should be allowed to capitalize or expense software costs based on its past
experience and future expectations relative to the life span of the software and its intended use
for the software. We further believe that the consistent application of an accounting policy by a
company is more important than it is for every company to account for an item in the exact
same manner as long as the accounting policy is disclosed in the financial statements.

We have generally expensed application software costs as incurred, although in those rare
cases where the software meets extremely stringent criteria, software may be capitalized and
amortized over a period not to exceed three years. Generally, this has only occurred for
administrative-type software. We also capitalize initial operating system software and amortize
it over the life of the asset it supports. In most cases we have trouble justifying that application
software has a useful life beyond one year and, therefore, have adopted our current policy. Our
policy has served us very well as the business has evolved.

We adopted our policy due to rapid changes occurring in computer technology and our inability
to predict the time period over which the software will produce an economic benefit. AcSEC is
forcing us to assign a life that we believe is completely arbitrary. This is especially true in the
communications industry where technological changes are continually occurring. If a life were
assigned it should be of a very short duration, probably three years or less. In these cases, we
do not believe that the capitalization of such short-lived "soft" assets do anything to improve the
quality of a company’s financial information. We further believe that the costs to develop
systems to identify, track and monitor software costs with such a short life would exceed the
benefits obtained from capitalizing the costs. As a result, we believe internal-use software
should be charged to expense as incurred. )

The option to expense software is especially important when it is used to provide a revenue-
producing competitive service to customers. It is very important that a company provide its
services using current technology or it would be at a competitive disadvantage and risk the
possibility of losing its customers. As a result, a company must continually upgrade its

1SD



Mr. Daniel Noll, Technical Manager

American Institute of Certified Public Accountants
April 16, 1997

Page 2

software, and each time it upgrades its internal-use software it most likely would have to record
an impairment write-down if it capitalized all internal-use software.

Additionally, Ameritech does not agree with the proposal that enhancements and upgrades
should be capitalized. We believe that this requirement, when combined with the requirement
to capitalize all "initial" internal-use software as discussed in the preceding paragraphs, would
lead to impairment write-downs on a regular basis. The additional costs to track the upgrades
and monitor them for impairment would further reduce the benefits obtained.

it may be appropriate to capitalize internal-use computer software when the use of the software
is not directly impacted by the effects of obsolescence or competition (e.g., administrative-type
systems such as accounting or billing systems). In these cases, management can make the
decision to continue to use the software even though there have been subsequent releases. As
a result, there is a determinable life.

Ameritech also does not agree with the proposal that interest costs should be capitalized as
part of internal-use software. We believe that interest costs are no different than general and
administrative and other overhead costs. As stated in the proposed SOP, these costs relate to
the period in which they are incurred and should not be capitalized.

To provide users of financial statements with information to make comparisons of financial
results between companies, rather than requiring companies to capitalize all internal-use
software, we believe the SOP should require some enhanced disclosures regarding internal-use
software and companies should be permitted to make their own evaluation as to whether an
asset has been created.

Finally, in a letter last year to the Financial Accounting Standards Board (FASB), the Software
.Publishers Association requested the FASB to reconsider the current accounting requirements
for the costs of developing computer software created for license or sale as prescribed in FASB
Statement No. 86. As AcSEC proceeds with its deliberations regarding their proposed SOP to
capitalize internal-use software, we strongly urge that the conclusions from the proposed SOP
should be coordinated with the FASB so that the results of the two projects can be codified into
one comprehensive statement on software.

We appreciate the opportunity to express our views pertaining to this proposed Statement of
Position.

Sincer

~ 7/

Ronald G. Pippirz//‘?‘bﬁ——’/
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Executive Vice President and Comptroller

IT 301 Carnegie Center
L _ P.O. Box 2066
Bancorp Princeton, New Jersey 08543-2066
(609) 987-3220

April 16, 1997

Daniel Noll, Technical Manager

Accounting Standards

File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Re: Proposed Statement of Position, Accounting for the Costs of Computer
Software Developed or Obtained for Internal Use

Dear Sir:

Summit Bancorp (the "Company") is pleased to submit its views on the Exposure Draft of
the Proposed Statement of Position (SOP), Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use. Summit Bancorp is a Princeton, New Jersey-based
financial services organization with $23 billion in assets. The Company operates 370 traditional
and in-store branches throughout New Jersey and eastern Pennsylvania and over 500 ATM's. Its
major lines of business include commercial, retail and mortgage banking, investment management
and private banking. These core businesses and non-bank subsidiaries offer a full array of financial
services to individuals, businesses, not-for-profit organizations, government entities and other
financial institutions.

Respondents are requested to respond to specific questions. Summit Bancorp's responses
are as follows.

_ Question One asks if computer software developed or obtained for internal use should be
treated as an asset. We agree that treatment as an asset is correct when the expense is significant.
An entity incurs the expense of purchasing or developing the software in order to increase
efficiencies, maintain competitive advantage, or directly generate cash inflows over the useful life
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of the software. This qualifies the expenditure for treatment as an assét. We believe the greatest
benefit received through asset treatment is the matching of expenses to the periods when related
income is earned. This benefit will exceed the cost to report the software as an asset. The cost of
reporting would include; collection of relevant data such as payroll expenses, recording those
expenses as the original cost on a fixed asset system, monitoring the amortization over the life of
the asset, maintaining review of the asset for possible impairment or required enhancements, and
performing proofs to ensure all the information is interfaced into the general ledger.

Question Two is related to the amortization of the asset. The Company believes that the
Accounting Standards Executive Committee (AcSec) is correct in not specifying a maximum life or
a certain method of amortization. Software assets that are developed for internal use may be
unique to the developer. The company that develops it and places it into service is best qualified to
determine the life of the asset. In addition, Generally Accepted Accounting Principles currently
allow different methods of amortization which enables an entity to select the one that best fits its
asset types, management goals, and industry standards. To require a specific type of amortization
would eliminate this benefit.

Question Three deals with the accounting for impairment of the software asset. The
Company agrees with the AcSec that impairment should be handled according to Statement of
Financial Accounting Standards (SFAS) No. 121, Accounting for the Impairment of Long-Lived
Assets and for Long-Lived Assets to Be Disposed Of SFAS No. 121 states that an asset be
measured for impairment when events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverable. The.SOP concludes that, "when it is no longer
probable that computer software being developed will be completed and placed in service, the asset
should be reported at the lower of carrying amount or fair value, if any, less costs to sell in
accordance with FASB Statement No. 121." This guidance is sufficient for entities to recognize
and measure impairment.

Question Four asks if an entity should be required to meet technological feasibility criteria
similar to that established in SFAS No. 86, Accounting for the Cost of Computer Software to be
Sold, Leased or Otherwise Marketed, before it begins capitalizing costs. This would require that
an entity complete all planning, design, coding, and testing necessary to establish that the software
can be produced to meet its design specifications. Only then would capitalization begin. We agree
with the AcSec conclusion that a technological feasibility requirement should not be applied before
internal-use software development costs be capitalized. We agree that the costs of internal-use
software should be capitalized based on principles similar to those for long-lived assets.

Question Five asks if the SOP is too broad or narrow in the kinds of costs that should be
capitalized in the measurement of internal-use computer software assets.  The SOP lists
capitalizable expenses that include:
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® External direct costs of materials and services consumed in development or obtaining
internal-use software.

® Payroll and payroll-related costs for those directly associated with the project.

® Interest costs incurred while developing internal-use computer software.

We feel that specific mention is required to include the cost of installation of the software. The
SOP is vague on this point and needs to clarify treatment of this expense which would be included
in most if not all such projects.

Question Six deals with whether the SOP provides sufficient guidance to help entities
determine whether computer software is for internal use. The SOP is somewhat broad in this area
as it lists only two general requirements to classify the asset as internal-use software:

® The software is acquired, internally developed, or modified solely to meet the entity's
internal needs.

® During the software's development or modification, no plan exists to market the
software externally.

We believe the above guidance gives entities the proper amount of latitude to make correct
decisions as it applies to their specific situations.

Question Seven asks if the SOP is correct in requiring SFAS No. 86 treatment for
software that is developed for both internal-use and external marketing. Should entities be allowed
to separate the internal-use portion and capitalize it per the SOP? We agree with the AcSec's
conclusions that it would be impractical to allocate costs between internal-use software and
software to be marketed. The SOP provides sufficient flexibility by allowing companies to
subsequently market internal-use software in an effort to recover costs. In the absence of a
previously conceived marketing plan, such action would not preclude treatment as internal-use
software per this SOP.

Question Eight asks if the guidance provided to distinguish between enhancements
(capitalized) and maintenance (expensed) is workable. The AcSec defines enhancements as
"improvements to existing internal-use software that extend the life or increase the utility (that is,
additional functionality) of the software." Maintenance is defined as "activities undertaken after
the software is ready for its intended use to correct errors or keep the software updated with
current information." We believe the above language provides sufficient guidance for management
to make the proper determination of whether expenses are enhancements or maintenance.

We would like to address one additional point. The SOP indicates that training expense,
whether from in-house resources or included in the cost of purchased software, should be expensed
as incurred. We feel that training is an initial cost required to make the software operational.
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Similar to installation expense, it should be capitalized as part of the total asset. Any subsequent
training of new users of the software would be expensed as incurred. '
Summit Bancorp appreciates the opportunity to comment on this proposal. Should there

be any questions about our comments, I can be reached at (609) 987-3220 or call Georgiann Bird
at (609) 987-3572.

Very n;uly yor
!

William J. E
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April 17, 1997

Mr. David Noll

Technical Manager, Accounting Standards
American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, New York 10036-8775

Re: File Reference No. 4262: Exposure Draft of Proposed Statement of Position, “Accounting
for the Costs of Computer Software Developed or Obtained for Internal Use”

Dear Mr. Noll:

The Chase Manhattan Corporation (Chase) appreciates the opportunity to respond to the
Accounting Standards Executive Committee’s (AcSEC) Exposure Draft of a Proposed Statement
of Position, “Accounting for the Costs of Computer Software Developed or Obtained for Internal
Use” (the proposed SOP). .

Although we commend AcSEC for its efforts to address the lack of consistency in the area of
* accounting for the costs of computer software developed or obtained for internal use, we strongly
disagree with the conclusions in the proposed SOP to capitalize such costs in accordance with
specified guidelines. As discussed in more detail under Issue No. 1 in the attached Appendix,
such costs should be expensed as incurred for reasons relating to technological feasibility and the
reliability of useful life assessments. The attached Appendix also provides Chase’s responses to
Issue Nos. 2 through 8 of the proposed SOP in the event that capitalization treatment is adopted.

We would be pleased to discuss our comments with you at your convenience. If you have any
questions, please do not hesitate to contact me at (212) 270-7559 or David M. Morris at (212)
552-8207.

/ﬂZf/Z/z
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Issue No. 1: Should the costs of computer software developed or obtained for internal use
be recognized as assets? Should entities have the option to capitalize or expense such costs?
Do the benefits of reporting those costs as assets exceed the costs of such reporting? What
are the costs of reporting? (Paragraphs 19-25 and 50-67)

Chase’s accounting policy is to expense as incurred the costs of computer software developed
internally or purchased for internal use. We believe that such expenditures do not create assets,
such as fixed assets, that have ongoing value that can be readily measured and accounted for.
Due to the inherent softness of software assets as discussed below, we expense the cost of all
such assets.

Technological feasibility - In recent years, the technically complex nature of software
development projects has significantly increased the uncertainty of their successful
completion. Additionally, the technological feasibility of such projects often is not reached
until very late in the development process. As such, entities may have to record significant
write-downs of capitalized software costs prior to the completion of software development
projects as a result of unsuccessful efforts or technologies that suddenly become obsolete due
to the introduction of more-advanced technologies. Accordingly, an entity should be required
to meet technological feasibility criteria similar to those established in SFAS No. 86,
“Accounting for the Costs of Computer Software to Be Sold, Leased, or Otherwise
Marketed,” before the entity begins capitalizing the costs of internal-use computer software.
Since costs incurred subsequent to attaining technological feasibility often would be
immaterial and it is sometimes difficult to determine when technological feasibility has been
attained, we believe that all costs of internal-use computer software should be expensed as
incurred.

Reliability of useful life assessments - As discussed in paragraph 54 of the proposed SOP,
paragraph 148 of FASB Concepts Statement No. 6, “Elements of Financial Statements,”

- states that some “costs are also recognized as expenses in the period in which they are

incurred because the period to which they otherwise relate is indeterminable or not worth the
effort to determine.” In today’s rapidly changing technological environment, we question
whether entities can make consistently valid assessments with respect to the appropriate lives
over which to amortize the capitalized costs of internal-use computer software. This lack of
reliable information could result in subsequent write-offs of such costs when software
suddenly becomes obsolete due to the introduction of more advanced technologies and in
misleading information for financial statement users as discussed in paragraph 55 of the
proposed SOP.

For the reasons discussed above, the added costs of developing and maintaining a system for
tracking, amortizing, and monitoring the potential impairment of the capitalized costs of internal-
use computer software is not justified.
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Entities should not have the option to capitaliie or expense the costs of internal-use computer
software because of the importance of comparability of financial information between entities, as
discussed in paragraph 60 of the proposed SOP.

* % % % %

While we strongly recommend expensing the costs of internal-use computer software, we have
provided comments with respect to Issue Nos. 2 through 8 below in the event that
capitalization treatment is adopted.

%k % % % %

Issue No. 2: This proposed SOP does not specify 2 maximum period for amortization or
methods of amortization. Should the SOP specify that amortization should not exceed a
maximum period? If so, why, and what maximum period should be specified? Should the
SOP require certain methods of amortization? If so, why, and what methods should be
required? (Paragraphs 30-32 and 75)

The conclusion not to specify a maximum amortization period or an amortization method is
appropriate. These decisions should be left to the judgment of management, who should give
careful consideration to the rapidly changing technology in software development. In view of the
short lives of software in relation to many other assets, we also concur with the conclusion that
amortization should begin when the computer software is ready for its intended use, regardless of
whether the software has been placed in service.

Issue No. 3: Should impairment of internal-use computer software assets be recognized
and measured in accordance with SFAS No. 121, “Accounting for the Impairment of Long-
Lived Assets and for Long-Lived Assets to Be Disposed Of?” If so, does this proposed SOP
provide sufficient guidance for entities to recognize and measure impairment? If not, how
should entities recognize and measure the impairment of internal-use computer software
assets? (Paragraphs 28-29 and 72-74)

The provisions of SFAS No. 121 provide sufficient guidance for entities to recognize and measure
impairment of internal-use computer software assets. We concur with the proposed SOP’s
rebuttable presumption that software being developed has a zero fair value when it is no longer
probable that the software being developed will be completed and placed in service. However,
this impairment issue would be alleviated significantly if an entity is required to meet technological
feasibility criteria before it begins to capitalize qualifying software assets as discussed in our
response to Issue Nos. 1 and 4.

Issue No. 4: This proposed SOP requires capitalization of certain costs of computer
software, provided that those costs are not research and development. However, this
proposed SOP does not require that an entity meet technological feasibility criteria (similar
to that established in SFAS No. 86, “Accounting for the Costs of Computer Software to Be
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Sold, Leased, or Otherwise Marketed”) before it begins capitalizing qualifying costs.
Should an entity be required to meet technological feasibility criteria before it may begin
capitalizing the costs of computer software developed or obtained for internal use? If so,
what are those criteria? (Paragraphs 17-19 and 44-49)

For the reasons discussed in our response to Issue No. 1, an entity should be required to meet the
technological feasibility criteria similar to those established in SFAS No. 86 before it may begin
capitalizing the costs of computer software developed or obtained for internal use.

~ Issue No. 5: 1Is the proposed SOP too broad or too narrow in the kinds of costs that should
be capitalized in the measurement of internal-use computer software assets? Why? What
costs should be included or excluded? (Paragraphs 26-27 and 68-69)

We concur that external direct costs of materials and services consumed in developing or
obtaining internal-use computer software should be capitalized. However, we consider the
capitalization of payroll-related costs for employees and interest costs, as discussed in
paragraph 26 of the proposed SOP, to be too broad. Such costs should not be capitalized for the
following reasons:

e Payroll and payroll-related costs - The capitalization of such costs can be difficult to control
and is potentially subject to abuse resulting in inappropriate payroll costs being capitalized and
thus deferred. It also would require a significant administrative effort for those entities with
numerous software development projects.

e Interest costs - Paragraph 46 of the Basis for Conclusions to SFAS 34, “Capitalization of
Interest,” states that:

Interest capitalization should be required only when the balance of the

. informational benefit and the cost of information is favorable. The Board judged
that a favorable balance is most likely to be achieved where an asset is
constructed or produced as a discrete project for which costs are separately
accumulated and where the construction of the asset takes considerable time,
entails substantial expenditures, and hence is likely to involve a significant
amount of interest cost. .

With respect to the capitalization of interest related to the development computer software for
internal use, there is considerable doubt as to whether there is a favorable balance of the
informational benefit when compared to the cost of the information, especially if an entity is
required to meet technological criteria before it may begin capitalizing interest as we
recommended above under Issue Nos. 1 and 4.
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We agree with the accounting guidance relating to the purchase of internal-use computer software
from a third party when training and/or maintenance fees are not specified in the contract, namely
to allocate costs among training, maintenance, and capitalized computer software costs, expense
training costs as incurred, and expense maintenance fees over the maintenance period.

Issue No. 6: Does the SOP provide sufficient guidance to help entities determine whether
computer software is for internal use? Is this guidance appropriate? Why" (Paragraphs
4-15, Appendix, and Paragraphs 38-43)

The guidance provided to help entities determine whether computer software is for internal use is
sufficient and we agree that it is not practical to allocate costs between software to be marketed
and software to be used internally.

Issue No. 7: Software is sometimes developed or obtained for both internal and external
marketing. This proposed SOP requires that if all characteristics for determining whether
computer software is for internal use are not met, the entity must account for the software
in accordance with the guidance in SFAS No. 86. However, some believe that an entity
should follow both the guidance in this proposed SOP and SFAS No. 86 when costs of
computer software relate to software that will be both used internally and marketed to
others. They believe those costs should be allocated between internal-use software and
software to be marketed. Do you agree with the approach in this proposed SOP that
requires an entity to follow the guidance in either this proposed SOP or SFAS No. 86, but
not both? If not, how should those costs be allocated? (Paragraphs 4-15 and 38-43)

As indicated in our response to Issue No. 6, the approach in the proposed SOP that requires an
entity to follow the guidance in either the proposed SOP or SFAS No. 86, but not both, is
correct. We also strongly agree with the logical requirement under the proposed SOP to defer
revenue recognition until all costs of the software have been recovered.

Issue No. 8: The proposed SOP provides guidance that distinguishes between computer
software activities that are upgrades or enhancements and activities that are maintenance.
Is that guidance operational? (Paragraphs 24-25 and 63-64)

We concur with the proposed SOP’s guidance with respect to significant upgrades and
enhancements versus maintenance activities because it is practical and consistent with the
practices for other types of fixed assets. '
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April 16, 1997

Mr. Daniel Noll, Technical Manager

Accounting Standards, File 4262

American Institute of Certified Public Accountants
1211 Avenue of the Americas

New York, NY 10036-8775

Dear Mr. Noll,

Citicorp appreciates this opportunity to respond to the Accounting Standards Executive
Committee’s (AcSEC) Proposed Statement of Position, “Accounting for the Costs of
Computer Software Developed or Obtained for Internal Use”.

The speed and scope of technological change has dramatically accelerated in recent
years, and technology expenditures have become (and will continue to be) increasingly
significant for companies of all shapes and sizes. Technology is at the heart of many of
the quality improvement initiatives embedded in business strategies, and it is important
that the accounting treatment for the related costs not pose an inappropriate impediment
to sound decision-making.

At the same time, we have to face up to the costs of these initiatives, and ensure that the
accounting appropriately reflects these costs.

We accept the proposed SOP’s view that a fixed asset model is appropriate for the costs
of most purchased software intended for intemal use, because the purchase transaction
with an independent third-party helps to establish an initial value for the asset.

However, costs related to intemally-developed software intended for intemal use have
more of the characteristics of an intemally generated intangible asset than a fixed asset.
There is never a “transaction” to crystallize the value of such an asset — instead, a series
of what would otherwise be considered period costs are accumulated on the balance
sheet over the development periods and then amortized to expense over the service
periods.
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We fully endorse the notion that current pgﬁod expenditures for computer software may
provide an economic benefit or efficiency in future periods. But this concept is not
unique to computer software. Everyday, companies expend significant resources to:

hire and train personnel

research and develop new products

build and maintain a brand name

attract and retain customers

establish and enhance operating policies and procedures
measure and improve performance metrics.

Resources efficiently and effectively invested in these areas are likely to generate future
values in excess of the current costs. In our view, expenditures for computer software
are in many ways similar in nature to the items listed above. Yet the proposed SOP
would create a significantly different accounting treatment for computer software by
requiring capitalization rather than expensing these costs as incurred.

Capitalization of intemally generated software is particularly troubling in view of today’s
rapidly changing technological environment, where organizations are continually
required to spend for software upgrades and compensate for obsolescence. We also
believe that the proposed impairment model is unworkable, because in the majority of
cases there are no identifiable future cash flows attributable to computer software
intended for internal use except at the highest level of organizational aggregation.

In our view, the issue of whether or not intemnally generated intangible assets should be
capitalized is a major accounting issue that merits debate. There are some in the
accounting profession who believe that the accounting model should be changed to
permit these types of “soft” assets to be recognized on the balance sheet, while others
do not. Financial statement users also have strong views on this matter.

We should not have a special rule for internally generated software costs without a more
critical review of the bigger conceptual issues related to internally generated intangible
assets. This is a broad issue that the SEC and FASB, rather than AcSEC, should
address. As aresult, we do not support the issuance of the proposed SOP.

